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Old gent slip and fall? 


That's not an old gent and he didmt 
slip and fall. That's young Mr. Grow- 
ing Corporation, and what's got him 
down is the never-ceasing storm of de- 
mands that pour on him these days 
from the fifteen or twenty states his 
business has spread into. 


Oh dear me! Why doeswt he ask his 
lawyer about it?) Lawyer can install 
the Corporation Trust system for any 
states client does business in and— 
Zoop! The whole muddle of state taxes 
and reports is made simple as A-B-C! 


The Corporation Trust system gives a lawyer (or any individual 
he may designate) fingertip control over all the details, bother 
and worry of watching out for the state taxes a corporation must 
pay or the state reports it must file. When it’s time for the com- 
pany’s tax department to start compiling data for any repert re- 
quired in any state, comes the Notification Bulletin about it; when 
it's time to start figuring a tax to be paid in any state, comes a CT 
notification of it. 


But even that is not all: In each one are references to paragraph 
numbers in the Corporation Tax Service, State and Local—a part 
of the Corporation Trust) system—and there the company’s tax 
man finds the facts he needs to see any permitted and legitimate 
ways to minimize the tax, to see that no more tax is paid than the 
law requires, that the rate is correct, and the assessment in accord 
with that state’s policy. 


Ask any office for details. 
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WAR TAXATION 


By PAUL 


UBLIC finance does not usually play a decisive 

or very important role in the prosecution of war. 

It is only after the war that real difficulties arise." 
This is quite natural. During a war it is a question 
of procuring the essentials of war supply at all cost, 
often over and above any normal capacity for a nation 
to produce, and the methods of payment are not par- 
ticularly important; loans, including forced loans, and 
the issue of paper currency are the last—and perhaps 
the simplest—resorts. 


Of course, this does not mean that governments 
should not prepare themselves for the cruel prospect 
of a war or that the methods of financing are indiffer- 
ent to the interests and well-being of the population. 
As a former Minister of Finance (v. Spitzmiiller) 
rightly remarked, the paper money inflation has con- 
tributed to the upsetting of the political and social 
order hardly less than the war itself. 

The real issue is, as in all problems of war prepared- 
ness, the sane and flexible organization of public 
finance in peace time. A nation which for years 
relied on loans and for a decade had a highly unbal- 
anced budget must be considered financially as greatly 
unprepared for a war emergency. 

In spite of all extremely controversial theories, and 
contrary to all optimistic assertions of political syco- 
phants, it was not necessary for the United States to 
borrow in order to balance the federal budget in the 
last decade.? There was no proper excuse for govern- 
mental borrowing during a depression: if the nation 
has sufficient money to subscribe to governmental 
bonds, it certainly has sufficient cash to pay taxes, 


* Professor at Northwestern University, Evanston, IIl. 

‘See my contribution to the symposium: ‘‘What would be the 
Character of a New War?’ Enquiry by the Inter-Parliamentary 
Union, London, King, 1931, p. 333. 

*I tried to show the advantages of a balanced budget and the 
perfect feasibility of such a policy in my study, ‘‘American Fed- 
eral, State and Local Tax Problems in the Light of the Recovery 
Program,"’ 1934 (reprinted from The Tax Magazine, October, No- 
vember and December, 1934). I have not the slightest doubt that 
the United States may issue an additional thirty and even fifty 
billion dollars in government bonds without impairing her credit. 
This nation is tremendously rich, but I fear the economic and social 
consequences: the creation of a coupon-clipping nation, competi- 
tion with investment in trade and industry, governmental waste, etc. 


HAENSEL* 
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A. Discussion 
Treating of the Far- 
reaching Effects of 
War on Public 


Finance and Taxation 











and a comparatively lenient increase of taxes eight 
years ago would have provided the nation with a bal- 
anced budget all through the New Deal. 


In peace time the recourse to governmental borrow- 
ing (if it is not simply for self-liquidating invest- 
ments) is mostly a political device. This was strongly 
assailed in the famous quip by a great leader of the 
French Revolution, Mirabeau, some hundred and 
fifty years ago. Angered by Necker’s constant re- 
course to loans, Mirabeau exclaimed: ‘Admire him 
now because later generations will curse him. To 
borrow without imposing taxes means to throw on 
later generations the burden of iniquities of a minister 
who cares for nothing except his glory and his present 
success. This is an unheard charlatanry (le charla- 
tanisme inout)”.® 

Nevertheless in case of war the recourse to gov- 
ernmental borrowing becomes a necessity,—not be- 
cause it is better than taxation but because by no 


* Jéze, G., in Revue de Science et de Législation Financiéres, 1926, 
N2, p. 292. 
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technical means is there any possibility of at once 
rearranging the tax system so as immediately to get 
the necessary amounts of cash from the population to 
pay for the full amount of war expenditures. 


Consequently, loans must be launched, even if we 
recognize the dangers and the shortcomings of such 
a policy. Loans open the possibility of finding many 
dormant or newly-opened sources for voluntary sub- 
scription. Patriotic feeling usually permits the 
mobilization of tremendous amounts of new loans at 
a low rate of interest. Sooner or later this willingness 
begins to vanish and the government is compelled to 
apply a forced loan. 

Only very naive people, having no practical experi- 
ence with war conditions, can expect much additional 
revenue from a highly progressive income tax or from 
a ceiling to annual income permitted to any individual 
during the war. A forced loan will have an advantage 
insofar as subscription may be forced without due 
regard to minutely ascertained tax capacity or with- 
out due revision of existing assessments. Any bond 
acquired by a taxpayer will still have the privilege of 
being accepted as collateral for a loan in a bank, in 
case the taxpayer may need more cash for his busi- 
ness than is left to him after the payment of the 
forced loan. 


Consequently, a forced loan may be stretched over 
all payers of state or local property taxes although 
these assessments are far from being adequate, equal 
or fair. For instance, everybody will probably be 
asked to subscribe to at least five times the amount 
of property tax he was assessed in the preceding year. 
In normal peace times we should avoid taxes which 
are not based on income and on regular flow of cash. 
During a war we may demand sacrifices of property 
and capital even if there is not sufficient cash behind 
them, and the owners must sacrifice all their pos- 
sible reserves. 


Many special technical devices are necessary for the 
inevitable financial difficulties a nation will eventu- 
ally face in case of war. Taxes will not suffice. With 
the first days after the declaration of war some hoard- 
ing of currency by the population is to be expected. 
Currency of small denominations will be at a pre- 
mium. This is due to the fact that the mobilized mass 
of population will take with them large quantities of 
small cash. For this eventuality considerable stock 
of small coins and bank notes of small denominations 
will be necessary. It may be even prudent to prepare 
special plates for quick printings of small notes of 
one-, two-, five- and ten-cent denominations. We 


‘In the first weeks of war in France and Germany in 1914 the 
shortage of small currency was extremely embarrassing. In Tsarist 
Russia the same plates as were used for printing postage stamps 
were used, but the printing was done on thick and durable paper 
and such postage stamps were declared legal tender currency. 





February, 1941 


know this kind of trouble during the bank crisis of 
1933. In case of war silver coins will be hoarded 
at once. 

There is no danger of employing a considerable 
amount of inflation during the first months of war. 
This is a natural and even useful device.® This infla- 
tion is not likely to affect the economic life of the 
nation as a hidden indirect tax. It will simply 
counteract the behaviour of the population which will 
largely resort to hoarding and there might be even a 
considerable run on banks and on savings banks in 
particular. No moratorium should be permitted un- 
der the circumstances. It would be just as disastrous 
as it was in France during the first World War, 
creating a general distrust of banks which were per- 
mitted to avail themselves of a moratorium. 

Of course, the United States, lacking a centralized 
government-owned bank—which is a dire necessity, 
in general—will find a great handicap in this matter 
in case of war. Large credit facilities for all expan 
sion of industry and its readaptation to war needs 
must be given and considerable stock of cash must 
be made available for this purpose. 

Here again the tremendous accumulation of gov- 
ernment bonds in the assets of the American banks— 
as a result of deficit financing through issue of bonds 
—is a dangerous feature of our economic system in 
case of war. The banks will be compelled to dispose 
of their government bonds to master the run on them. 
It would be fatal not to permit them to throw the 
accumulated bonds on the market. Special large 
stocks of currency, given to support the banks, and 
to facilitate their financing of war industries, must be 
provided for. 

There is no danger of seriously affecting prices in 
the first year or so of the war through such a liberal 
issue of paper currency. Extremely dangerous will 
be the popular panicky feeling that deposits are not 
safe enough, in spite of the Federal Deposit Insur- 
ance which in normal times is not necessary for solid 
banks (and increases the cost of credit) but still is 
hardly sufficient in times of a war panic, unless a very 
large stock of cash currency is provided for in all chief 
centers of the country to meet all possible withdrawals 
of deposits. 

Should the prices rise; it will probably be due largely 
to hoarding of commodities by the panic-stricken pop- 
ulation and the prices are likely to stabilize gradually. 
A somewhat higher level of prices will mean a useful 
check on consumption. The Federal Government 
should have a strong weapon for this occasion also, 
namely a pyramided sales tax (i. e., charging all 
business transactions, extractive, manufacturing, 





5 This is very well stressed in Professor Horst Jecht’s study in 
German: Kriegsfinanzen, Jena, Fischer, 1938, p. 53, which is prob- 
ably the best book on war finance in recent years. 
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wholesale and retail) at 
a low rate in time of 
peace. In time of war 
not only could the rate 
be raised, but the higher 
prices of commodities 
would automatically in- 
crease the revenue for 
the Treasury. Such a 
sales tax would be most 
flexible in the hands of 
the government provided 
the whole tax apparatus 
were already in exist- 
ence. A sudden intro- 
duction at war time 
would not give the same 
result and would create 
some confustion. 

The Postal Savings 
Banks System needs a 
thorough reorganization 
and modernization be- 
fore the war breaks out. 
Presently they handle 
the sale of baby bonds. 
In time of war they 
should act as the direct 


WAR TAXATION 


‘“ 

Even the most perfect 
and elastic tax system is absolutely inadequate to stand 
a sudden increase. All taxes have one fault or another 
—particularly the direct taxes—and any sudden increase 
aggravates their weak features many fold. Moreover, 
most of the citizens’ incomes receive a different flow 
during a war or are entirely upset by war conditions. 
Some sources of public revenue disappear completely 
or are affected by governmental rationing of various 
kinds, for instance, customs revenue, particularly on 
sugar, coffee, etc., or many kinds of excise taxes as those 
on tobacco, gasoline, etc.” 


* * 


“A forced loan is generally a much more appropriate 
means of quickly obtaining large amounts of money 
from the population than is a capital levy pure and 
simple. When war has gone on for sometime the 
whole tax machinery is disrupted to such an extent 
that any normal collection of direct taxes becomes an 
impossibility. Very often the tax inspectors are mobil- 
ized for military service and simply nothing can be 
done in the collection of taxes as was the case in France 
immediately after the declaration of war in 1914.” 
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the paraphernalia of the 
“soak the rich” policy 
we should long ago have 
raised the normal income 
tax sharply. The present 
high rates in the upper 
brackets preclude any 
substantial addition of 
revenue in case of war. 
A considerable raising 
of the normal tax at that 
time will psychologically 
make an _ unfavorable 
impression. No simul- 
taneous substantial rise 
of the upper bracket 
rates will be possible 
since they are already 
abnormally high and no 
great addition of reve- 
nue from them can be 
expected, or else we may 
endanger voluntary sub- 
scription to the war 
loans on the part of the 
rich public. Too heavy 
direct war taxes on the 
class of enterpreneurs 


agent for the Treasury 

for the sale of war bonds, in general. This is par- 
ticularly important since the private commercial 
hanks will have their own troubles. The existing and 
practically sole channel of financing government 
bond issues through the banks only is another weak 
spot in case of war. With greater modernization, the 
Postal Savings Banks could much better serve the 
needs of the mass public and the interests of the 
Treasury not only in peace times but also particularly 
in case of war. A lottery loan especially for the needs 
of the Red Cross, support of the needy families of 
mobilized, etc., might be launched. A similar device 
should be applied in normal times so as to accustom 
the population to this form of public debt. 

With reference to direct taxation the United States 
has greatly deprived herself of a powerful fiscal source 
in case of war. All through the years of so-called 
depression we preached and actually introduced the 
highest peace time rates of income taxation in the 
world for the upper brackets. This resulted in a 
terrific fall of all new investment in trade and in- 
dustry which meant that absorption of unemployment 
through normal channels of private enterprise was at 
a standstill. 


Instead of abnormally high rates of the income tax 
for the upper brackets and the corporations with all 


may lower their efforts 
for production and thus diminish the supply of neces- 
sary goods during the war. Only high profits will 
induce the entrepreneurs to increase their output in 
the troubled and risky times of war. 


Therefore, we may make the general conclusion: 
(1) in times of peace abnormally high rates of income 
tax are a future menace to the time of war; (2) in 
times of peace we must moderate our zeal for “soaking 
the rich” and make the scale of the income tax rates 
much more even (a rate for the highest brackets 
should not be more than, perhaps, three times the 
rate of the normal tax); (3) it would be absurd to 
lower the minimum exemption during the war, since 
the cost of living is likely to rise and the number of 
available tax inspectors will be much smaller, and 
their tasks of verifying returns will be much more 
difficult ; (4) the war is likely to upset many incomes 
to such an extent and in such a capricious way that 
returns of the preceding year will, in many cases, very 
poorly indicate the actual ability to pay the tax; many 
will be mobilized, incomes of many people will be 
jeopardized and so on; (5) tax delinquency is doomed 
to increase and it will be difficult to distinguish be- 
tween honest and dishonest delinquency; (6) chang- 
ing the technique of collections (Turn to page 122.) 











































































































































































































































N UNBROKEN string of deficits during the 
thirties led to an increase in the direct gross 
debt of the Federal Government from $16.7 

billion in 1929 to $43.7 billion in July, 1940. The 

upward trend of local debts during the twenties lev- 
elled off and then declined during the thirties, but the 
decline in state and local borrowing was much more than 
offset by the increasing rate of federal debt accumu- 
lation. With some $17 billion already appropriated 
for armament outlays and more to come, a continua- 
tion—if not a steepening—of this trend must be expected. 


Public Debts 


(Billions of Dollars)! 


End of Fiscal Year 1922 1929 1933 1939 1940 
Federal Direct Gross re 16.6 22.1 39.8 43.7 
Federal Direct Net » get 30 19.4 31.5 2 
Federal Guaranteed Obligations 

Gross , Pe 1.8 1.6 7.9 5.5 
State and Local Gross 9.8 16.7 19.5 19.6 2 
State and Local Net 8.5 14.5 18.1 ¥5.1 2 


Has this development been accompanied by an in- 
flationary danger? 
the future? 
this regard. 


Is such danger likely to arise in 
Some clarification of terms is needed in 
If “inflation” is defined as a rise in the 
price level, all would agree that a large dose of infla- 
tion will disrupt the economic process and may easily 
prove disastrous,—witness the German run-away in- 


flation of the early twenties. If defined as a mere 





* A paper presented at the 28th Annual Conference on Taxation, 
Whitefield, N. H., held under the auspices of the New England State 
Tax Officials’ Association. 

** Faculty Instructor in the Department of Economics, Harvard 
University, Cambridge, Mass. 

1 Data from Annual Report of the Secretary of the Treasury for 
the Fiscal Year Ending June, 1939, pp. 509-512. Figure for 1940 
refers to July of that year, from U. S. Treasury Statement on Public 
Debt, July 31, 1940. Direct net debt equals direct gross debt minus 
obligations held by U. S. Government, Federal Trust Funds and 
Agencies, Federal Reserve Banks or in Sinking Funds, Trust and 
Investment Funds of States, Localities, Territories and Insular Pos- 
sessions. Similar definition applies to state and local net debt. To 
arrive at a final net figure for the federal debt, General Fund bal- 
ances should also be deducted. For June, 1939, the General Fund 
balance amounted to $2.8 billion. 

? Federal net and state and local figures for 1940 not yet available. 


Inflationary Dangers of the Public 
Debt and the Tax System’ 


By RICHARD A. MUSGRAVE** 
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addition to money income, however, the term inflation 
carries with it a different connotation. An addition 
to money income produces a price rise only if no 
offsetting rise in output occurs. If output increases 
an equal step, no inflationary danger in the sense of 
a rapidly rising level of prices exists. If it is the very 
increase in money income which induces or facilitates 
the increase in output, the net effect of inflationary 
spending is clearly beneficial. A reference to “infla- 
tionary perils,” therefore, is concerned with the case 
of excessive price inflation and not with a mere addi- 
tion to money income.* Excessive price inflation may 
arise from the process of deficit spending itself, quite 
apart from previous debt accumulation; or it may be 
a consequence of previous debt accumulation. The 
two cases will be considered separately. 


A. Inflationary Implications of Deficit Spending 
in Depression and in Full Employment Economy 


In times of depression, deficit spending is likely to 
result in an addition to money income. Where the 
loans are derived from newly created bank credit this 
is self-evident, that is in the case of public borrowing 
from commercial banks holding excess reserves or 
from private lenders who (as in the case of the first 
World War) will refund themselves with additional 
bank loans. Although less obvious, a similar situation 
obtains where loans to the government are financed 
out of existing funds. If the business demand for 
credit is slack, it is likely that part of the existing loan 
funds would have remained idle, had not public bor- 
rowing and spending drawn them into use. And even 
if the funds absorbed by the government had not re- 
mained idle, it is likely that their average rate of turn- 


3A moderate price rise involves no danger; on the contrary, it 
facilitates business expansion and is characteristic of recovery 
periods. 
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over would have been slower. The resulting speed-up 
in the rate of money turnover is, of course, equally 
effective in providing for an increase in the money 
stream as an addition to quantity. Unless offsetting 
forces come into play, prices will rise in either case. 

At a time of widespread unemployment of men and 
resources such offsetting is likely to occur. If busi- 
ness remains slack, part of the current addition to 
money income tends to be offset by hoarding; that is, 
for any dollar added by public spending, an amount 
almost or equally as large will become idle and thus 
be withdrawn from circulation. Again, the addition 
to money income may stimulate an increased level of 
output and employment which in turn will offset a 
tendency for prices to rise. Both of these explanations 
apply to the experience of the thirties. Through a 
policy of deficit spending the government made sub- 
stantial contributions to money income, yet prices 
rose only slightly.* Output increased and money 
velocity declined. How much of the increase in out- 
put was induced by deficit spending does not concern 
us here; we merely state that the deficit finance of 
the thirties has not been inflationary in the sense of 
a rapid rise of prices.°® 

The experience of the thirties need not repeat itself 
in the forties. As noted before, the inflationary perils 
of deficit spending are but slight, as long as unemploy- 
ment of men and resources is substantial. But once 
a high level of employment is reached, the situation 
changes. If, through its deficit spending, 
the government continues to add to money 
income, public funds will begin to compete 
for resources with private demand and a rise 
of prices inevitably will ensue. Accordingly, 
deficit spending in a period of high employ- 
ment involves much greater dangers of 
inflation than deficit spending in times of 
depression. 

This consideration is of particular import- 
ance for the matter of war finance. As yet, 
some slack remains to be taken up in most 
of our industries. In addition, there is still 
extensive unemployment of labor in industries 
not directly affected by armament out-put. 
But there is also good reason to expect that 
the strategic industries will reach a level of 
capacity out-put before long, that is at a time at which 
there may still be unemployment in other industries. 





* Money income increasing expenditures of the Federal Govern- 
ment were as follows: (in billion dollars) 


1930 386 1933 1,928 1936 4,337 

1931... 2,419 1934 ...3,428 1937 1,092 

1932 1,880 1935 3,730 1938 2.307 
Estimates by Dr. Currie, in T. N. E. C. Hearings on Savings and 


Investment, No. 8, p. 4011. 


5 The B. L. S. index of wholesale prices declined from 95.3 in 1929 
to 64.8 in 1932, rose to 86.3 in 1937 and subsequently declined to 
about 78. The F. R. B. cost of living index rose from its low of 92.4 
in 1933 to 102.7 in 1937, then declined to a current level of slightly 
above 100. 
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If inflationary financing of armament outlays is contin- 
ued much beyond this point, prices in strategic indus- 
tries will rise. This may occur notwithstanding the 
remaining unemployment in other fields, since a good 
part of the newly created consumers’ demand will 
compete for the “scarce” resources rather than con- 
centrate on those still unemployed. Asa result prices 
will rise, real incomes will fall and the bidding of 
public demand will secure the transfer of resources 
from peace to armament employment.® The resulting 
disadvantage will be twofold: First, the method of 
“taxation by inflation” (that is by means of reducing 
real, rather than money, incomes) will result in an 
exceedingly inequitable incidence of the real burden 
of armament; second, the disturbing influences of a 
rapid price rise and the depressing consequences of 
future deflation will have to be faced. The conclusion 
is evident that, once a level of high employment is 
reached, armament finance should be based on taxa- 
tion or on such forms of borrowing which will reduce 
rather than increase the volume of spending for pur- 
poses other than defense. As far as the more imme- 
diate monetary effects are concerned, it makes no 
difference whether consumers’ spending is curtailed 
by taxes or by the purchase of non-discountable 
baby bonds. 

Deficit spending will add to money income only if 
drawn from otherwise idle funds. In times of prosperity 
or of war economy when business activity is high, the 


“Tr is clear that in a period of rapidly 


rising prices, the behavior of tax receipts will depend upon 
the structure of the tax system. Municipal revenues are likely 
to lag most, federal revenues least. Various states would fare 
differently, those relying on income taxation suffering less, for 
instance, from those relying more extensively on property 
taxes. As long as the rise in prices does not assume too dras- 
tic proportions, permitting adjustments in the tax system and 
reassessment of property values, no drastic budgetary disturb- 
ance need result.” 


available volume of idle funds is limited. Public bor- 
rowing, therefore must draw upon funds otherwise 


* Price inflation may occur before unemployed resources are ab- 
sorbed due to (1) a possible concentration of additional demand on 
the scarce rather than the idle resources, and (2) the slowness of the 
shift of unemployed resources into new occupations. 

If the whole process is sufficiently slow to permit adaptation of 
industry to new demand channels (or vice versa), the premature 
price rise is less likely to develop. If, as is likely, the expansion of 
outlays on armaments is a rapid one, the danger of price rise may 
be reduced through a system of rationing and priorities which will 
divert part of the purchasing power to the employment of idle 
resources, 
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invested or spent on consumption outlays. Since a 
diversion of capital from strategic industries runs 
counter to the interests of an armament program, con- 
sumers’ outlays must provide the bulk of eligible loan 
or tax funds. Hence there is no escaping the fact 
that, once a high level of employment is reached, a 
further diversion of resources from peace to armament 
uses will necessitate a reduction in the standard of 
living of the bulk of our population. 

This does not imply that matters of tax equity and 
social policy are obsolete in the case of war economy. 
On the contrary: The heavier the fiscal burden, the 
more essential its optimum distribution, optimum 
from the point of view of resource allocation as well 
as of equity. Either objective, we conclude, is served 
more efficiently through a planned diversion of pur- 
chasing power than through price inflation. As ap- 
plied to the American economy these considerations 
are as yet somewhat premature. The scope of the 
armament program is still limited and the gods may 
spare us the fate of other countries. Also, excess 
capacity and unemployment still exist in many fields. 
But whatever our current position, there is good rea- 
son to anticipate future needs and to view prospective 
years of deficit spending with a good deal more ap- 
prehension than was justified in the thirties. A policy 
which in the trough of the depression was sound, may 
soon become highiy dangerous. 


B. Inflationary Implications of 
the Public Debt 


(1) Excess Reserves—Member Bank excess reserves, 
now approaching the $7 billion level are commonly 
considered the most potent source of a future inflation. 
Lest deficit finance be blamed for this development 
we should note that the growth of excess reserves 
largely resulted from the flow of gold into the United 
States: 7 there is little relationship between past deficit 
spending and the present level of excess reserves. 
Federal spending, financed out of member bank loans 
does result in fact in a slight reduction in excess 
reserves, while government borrowing from non-bank 
sources leaves the reserve situation unaltered. It is 
only government borrowing from the Reserve Banks 
which raises excess reserves,—a policy now barred by 
Congress and previously engaged in but very little. 
This is indicated by a Reserve Bank holding of gov- 
ernment securities of only $2.3 billion, as against 
$14.7 billion (June 29, 1940) held by the Member 
Banks. Also, so far the Member Banks have not 
resorted to their privilege of borrowing from the 





™The gold stock of the United States increased from $8.2 billion 
in late 1934 to $21.4 billion in October, 1940,—the increase being al- 
most entirely due to gold inflow. Domestic gold output for the cor- 
responding period amounted to less than $800 million. 
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Reserve Banks, offering their holdings of government 
bonds as collateral. 


Existing $6.8 billion excess reserves (October 16, 
1940) would, with an approximate average reserve 
requirement of 20%, permit a demand deposit expan- 
sion of $34 billion or of 122% of a volume of $27.8 
billion adjusted demand deposits (June, 1940). Open 
market sales of government securities by the Federal 
Reserve Banks could absorb no more than 36% of the 
existing excess reserves. An increase in discount 
rates would be equally ineffective in attempting to 
forestall full utilization of excess reserves. A further 
increase in reserve requirements on the basis of exist- 
ing and possibly of new powers of the Federal Reserve 
3oard, provides a more effective means of reducing 
excess reserves. Other techniques of reserve control 
may be developed. The real difficulty in controlling ex- 
cess reserves rests less with the task of devising effective 
control techniques than with their application. Any 
tightening of the reserve situation may be taken as a 
signal of contraction and thus overshoot its mark. 


(2) Rate of Deposit Turnover—Bank credit has 
shown a vast expansion during the thirties, Federal 
Reserve notes in circulation increased from $1.4 bil- 
lion in 1930 to $5.4 billion in September, 1940. Ad- 
justed Member Bank deposits (that is, total demand 
deposits excluding inter-bank and government de- 
posits) rose from $12.7 billion in 1932 to $27.8 billion 
in October, 1940. The major cause of this deposit 
increase is again found in the gold inflow, resulting 
in a large volume of foreign held deposits. Apart 
from the gold inflow, government borrowing from 
Member Banks contributed to an increased volume of 
deposits. This is indicated in the increase in Member 
Bank holdings of government securities from $3.8 


billion in 1929 to $14.7 billion in June, 1940. 


Member Bank Deposits and Debits * 


Adjusted Demand Deposits Debits Average 
(Billion $) (Billion $) Rate of 

All All Turnover 

Member N. Y.C. Reporting N. Y. C. ye... ¥..€. 
Year Banks Banks Banks Banks Banks 
1929 16.6 4.7 982 603 111.9 
1932 12.7 4.3 347 167 33.1 
1934 1S.7 5.0 356 165 24:8 
1937 20.3 6.1 469 198 29.5 
1940 27.8 10.2 320 165 17.6 


As indicated in the foregoing table, the increase in 
demand deposits was not accompanied by a corre- 
sponding increase in bank debits. In other words, 
the average rate of deposit turnover showed a vast 


decline. This conclusion is borne out by the stated 





8 Sources: Deposits and Debits for 1929-1934 from Annual Report 
of Governors of the Federal Reserve System, 1937; for 1937-194! 
from Federal Reserve Bulletin, Nov. 1940. Rates of turnover, for 
1929-1934 from Kemmerer, Money, Macmillan, New York, 1935, p. 52; 
for 1937-1940 from Federal Reserve Bulletin, Nov., 1940. 

Excepting 1940, deposits as of Dec. 31; debits and rates of turn- 
over for entire year. For 1940, deposits as of June 29; debits and 
rate of turnover for first three quarters only. 
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rates on deposit turnover. The concept of an average 
rate of deposit turnover is, to be sure, a very question- 
able one. Quite possibly, the low average is due to 
a large volume of highly inactive foreign held deposits, 
while the rate of turnover of domestically held deposits 
has shrunken but little. However this may be, a vast 
expansion in the circulating medium might result 
from an activation of existing deposits. To obtain 
some idea of magnitudes, the reader may apply the 
1929 rate of turnover to the 1940 volume of deposits! 
Possibilities of expansion will depend considerably on 
the behavior of foreign held deposits, but a serious 
inflationary problem may well arise. In the absence 
of any effective techniques of velocity control, the 
situation is only the more serious. To the extent, 
therefore, that past debt accumulation has contributed 
to the high current level of demand deposits, it has 
aggravated a situation for which the gold inflow can 
be held primarily responsible. 

(3) Debt Service —An inflationary danger may de- 
velop if the burden of debt service should become so 
oppressive that greenback finance has to be resorted 
to. The question must be considered, therefore, when 
such breaking point will be reached. 

The burden of interest payment arises from the need 
of tax-collecting the necessary funds.® At times the 
argument is heard that the disbursement of interest 
payments and the collection of the necessary tax 
revenues does not raise a burden problem since (1) 
“the money stays within the country” and (2) the 
interest payments are transfer expenditures only. 
Neither point stands up under close scrutiny. 





rIXO BE SURE, interest on foreign debts may be 
more burdensome than interest payments on 
domestically held debt, due to possible foreign exchange 
complications or an ensuing export surplus.?° But this 
leaves the matter of domestic interest payments un- 
alfected. The contention that interest payments are 
transfer rather than real expenditures (i. e., that they 
constitute a shift rather than public disposal of purchas- 
ing power) holds, but has little significance for the 
burden problem, Transfer expenditures, we agree, do 
not reduce the amount available for private purchases. 
Real expenditures, on the other hand, while resulting 
in the competition of public with private purchases, 
also yield corresponding benefits of public services. 
More crucial is the point that the problem of tax 
friction and taxation effects will arise independent of 
whether the tax receipts are used for real or for trans- 





® Loan financing of interest payments can serve only as a tempo- 
rary device, for instance as part of a policy of balancing the budget 
over the cycle. Loan finance of interest in the long run will result 
in a dwindling increase in the debt capital at a compound rate. 

10In regard to the export surplus, it is usually forgotten that the 
previous capital import may have easily increased the productive 
capacity of the country, so that interest payments to abroad will 
not imply a net loss—if considered over a period of time! The only 
essential difference between the two cases is thus that of exchange 
difficulties. 
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fer expenditures. Once the problem of tax burden is 
understood to refer to tax frictions and possible detri- 
mental taxation effects, the distinction between the 
two types of expenditures loses its relevance in this 
connection. Taxes collected for the financing of real 
expenditures may be beneficial while taxes collected 
for the financing of transfer expenditures may be 
oppressive, or vice versa. 

Yet, public expenditures are of real significance for 
the burden problem. As a first approximation the 
burden of interest may be said to depend on the ratio 
of taxable income to taxes raised for purposes of 
interest payments. In further approximations the 
volume of other taxes collected and the method of tax 
collection must similarly be considered. Since the 
interest problem will be the less severe the larger the 
ratio of taxable income to interest payments (neg- 
lecting for the moment the two latter considerations), 
public expenditures will ease the burden to the extent 
that they give rise to an increased taxable income. 

If in the past loan funds had been expended on non- 
durable objectives, such outlays provide no offset to 
the current tax burden. Relief expenditures, for 
example, may result in an increased level of employ- 
ment, but the current level of employment will be 
affected by present, rather than past, relief outlays. 
Durable public goods, on the other hand, may lighten 
the burden of present interest payments. Outlays on 
flood control for instance, by preserving or increasing 
the supply of resources, will provide for an increased 
real and taxable income. A playground on the other 
hand, while adding to economic welfare, will provide 
no addition to taxable income. Highways, finally, by 
lowering the cost of production, may “free” some pur- 
chasing power for tax purposes; also, they may be 
rendered self-liquidating by the imposition of tolls. 

Since closer consideration of these questions would 
lead too far afield we proceed to state our conclusions.” 
It is felt that public investments may provide some 
offset to the interest burden; but the amount which 
they contribute to taxable national income is likely to 
be far from sufficient to maintain a constant ratio be- 
tween taxable income and interest payments, if deficit 
finance is to be continued at any considerable rate. 
We thus conclude that continued deficit finance will 
result in an increasingly severe interest burden. If 
continued, in the long run, the burden will become 
unbearable at some point and the government might 
be forced to resort to the printing press, which would 
be but a hidden form of repudiation. Without doubt 
this point lies far ahead of the theoretical limit at 
which interest payments would absorb the entire 
national income. 





11 Cf, Musgrave, R. A. ‘‘Budgetary Balance and the Nature of the 
Capital Budget.’’ American Economic Review, June, 1939. 
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If the problem is considered quantitatively, the out- 
look becomes much less alarming. A calculation of 
future burden figures, based on hypothetical assump- 
tions regarding debt increase, interest rates and na- 
tional income shows the probable increase in interest 
payments (measured as percentage of the national 
income) to be much slower than might be expected 
at first sight. 


Interest on Public Debts—Fiscal Year 1940 ” 
(Billions of Dollars) 


State & 

Federal Local Total 
1 I Interest : Li 8 1.9 
2 II Tax Revenues 5.6 8. 13.6 
3. III Assumed National Income 70. 
4 Tas % of Il 19.6 10. 14. 
5. Ias % of III ts a 24 
6. Ilas % of III 8.0 11.4 19.3 


The foregoing table indicates the present level of 
interest payments, showing total interest on public 
debts to amount to some 2.7% of national income. If 
we assume (1) a future rate of debt accumulation of 
$25 billion per decade (i. e., slightly below that of the 
thirties), (2) a future national income of $80 billion 
and (3) an interest rate of 244%, interest payments on 
the federal debt for the year 1980 would amount to 
$3.6 billion or 4.5% of the national income; the cor- 
responding figures for the year 2050 would be $8 bil- 
lion and 10%. Assuming a debt increase at the rate 
of $20 billion per decade while retaining the other 
assumptions, the corresponding figures for 1980 would 
be $3.1 billion or 3.9%, for 2050 they would be $6.6 
billion or 8.3% of the national income.* 

Interpretation of these figures requires caution. 
Yet, a comparison of the present with the hypothetical 
1980 figures seems to show that the interest burden 
will assume no drastic proportions for some decades 
to come. A comparison with the British situation 
further strengthens this impression. During the 
twenties interest payments on the British public debt 
amounted to some 7% of national income. During 
the thirties, after conversion, the figure declined 4%." 
There is no way of telling whether our hypothetical 
case is unduly optimistic or the contrary. Future 
national income may fall below the $80 billion level; 
interest rates may be considerably higher than 214% ; 
there may be a vast increase in other expenditures for 
the financing of which taxes have to be collected. 
Still, we are reasonably safe in concluding that the 
interest problem will not be a matter of immediate 





122 Figures for Federal Government Estimates from President’s 
Budget Message for Fiscal Year Ending June, 1941. Estimate for 
State and Local Interest Payments on basis of census figure 1932 
(estimating a total of $795 million), Securities Exempt from Federal 
Income Taxation as of June, 1937, U. S. Treasury. 


13Cf. B. Higgins and R. A. Musgrave, ‘‘Deficit Finance—The Case 
Examined,’’ in Public Policy, Cambridge, 1941. 


4 For the year 1938 all British taxes (Central and Local) amounted 
to 26.1% of the national income, Central interest payments amounted 
to 25° of Central tax revenues, 
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the long run outlook is an entirely different proposition. 
concern for some time to come. As noted previously, 

In all probability the need for the financing of inter- 
est payments will not be the only cause of future 
demands for increased tax revenue. Present trends 
justify the suspicion that interest payments will not 
even be the major cause. A rise of the national income 
to $80 or 90 billion would be accompanied by a com- 
paratively steeper increase of current tax revenues, 
which may ease the budget situation considerably. 

3ut to provide such relief the rise in national income 

must be self-sustained. No hope for a balanced budget 
can be placed upon increased tax receipts, occasioned 
by a higher national income which in itself is produced 
and maintained by deficit spending. 

In all there is little reason to expect a halt in the 
trend of increasing federal tax rates. The implication 
of such development for state and local taxation is ap- 
parent. The Federal Government will continue its 
inroads into revenue sources heretofore primarily left 
to state and local governments. As a result the in- 
adequacy of our fiscal system will be accentuated and 
the need for a broader approach to the problem of 
federal-state-local fiscal relationships will gain in 
urgency. As far as the relationship of federal debt 
accumulation to state and local finances is concerned, 
the struggle for tax sources appears to us of greater 
importance presently than possible inflationary impli- 
cations. 

We can turn but briefly upon the question of re- 
demption ; the problems involved are similar to those 
of interest payments but assume far more formidable 
proportions. A policy of extensive redemption ap- 
pears highly academic at this point. During the 
twenties, some $6 billion were redeemed, and more 
might have been repaid had not taxes been lowered 
excessively. With a much higher current level of 
general governmental expenditures a long and well 
sustained period of prosperity will be needed to make 
much inroad into a debt which before long will have 
passed the $50 billion mark! Also, it must be remem- 
bered that a policy of redemption has widespread 
repercussions and should not be undertaken without 
consideration of its effects upon current economic 
conditions. From this point of view, a policy of re- 
demption is not sounder, inherently, than a policy of 
deficit finance. If, as it should, redemption is under- 
taken only during periods of sustained prosperity, the 
consequence will be that no considerable tax reduction 
can be expected in times of good business. The prob- 
lem of federal, state and local tax relationships is 
again brought to the fore. 


(4) Government Credit.—With minor interruptions, 
the market for government securities has been exceed- 
ingly strong, ever since the policy [Turn to page 119.] 





V1 
Ww 
je 
at 


la 


ed 


he 
on 
p- 
its 
eft 
in- 
nd 


in 
bt 
ed, 
ter 
yli- 


rc- 
se 
ble 
ap- 
the 
ore 
red 
of 
vell 
ike 
ive 
‘m- 
aad 
out 
nic 


- of 
ler- 
the 
ion 
ob- 


ns, 
-ed- 


1o.] 





The Exchange Provisions of 
The Excess Profits Tax Law 


By J. S. SEIDMAN’ 


HEN the excess profits tax law was dubbed 

“a monumental statutory incomprehensibil- 

ity”, the so-called exchange provisions were 
really the target. In a first and unstudied reading, the 
language of these provisions is baffling. Sometimes 
it is hard to follow the grammar, no less discern the 
meaning of what is being said. Yet, ironically enough, 
if taxation and equity can be mated, the exchange 
provisions are, at times, the chief matchmaker. 

We shall be more kindly disposed towards the pro- 
visions, and listen to them more patiently, if we first 
understand what they seek to do. At heart, the ob- 
jective is to look corporations realistically in the face 
and recognize that they are mere mannikins of the 
law, with the stockholders operating the strings. One 
corporation may exist today where yesterday there 
were two, and vice versa, though in both instances 
no change inheres in the underlying practical situa- 
tion. In the present pattern of the excess profits tax 
law, it should, on principle, make a whale of a dif- 
ference whether we are dealing with an honest-to- 
goodness new corporation or an old one with new 
spots. It also should be an altogether different story 
whether we are dealing with two really separate cor- 
porations or with two corporations actually sired by one. 

For example, no more than earnings of prior years 
become a factor in the tax computation, the status of 
a new corporation that is actually the reincarnation of 





* Certified Public Accountant; attorney-at-law; member, Commit- 
tee on Federal Taxation of American Institute of Accountants, New 
York State Society of Certified Public Accountants, and American 
Bar Association; director, New York Chapter, National Association 
of Cost Accountants; author, Seidman’s Legislative History of Fed- 
eral Income Tax Laws. 

Author’s note. This article, in virtually the same form, appeared 
in the January, 1941, issue of The Journal of Accountancy. 











a corporation existing during those prior years, raises 
acute problems. Shall the earnings of the predecessor 
be attributed to the successor, or shall the two cor- 
porations be treated as strangers no matter how close 
their genealogical connection? Then again, when the 
tax rates are graduated according to the size of in- 
come, it is obvious that two corporations can live 
cheaper than one. But should that economy be 
sanctioned where the two are merely deliberate sub- 
divisions of an erstwhile one? 

This is the stuff that paves the way for the exchange 
provisions. At the end of the road we find that the 
antecedents of a corporation are recognized to the 
tune of “like father like son.” As a result, when it 
comes to figuring prior earnings, the income of the 
progenitors is considered as the income of the de- 
scendant. Likewise, in applying the graduated in- 
come brackets for calculating the tax rates, corporations 
spawned by one are regarded as one. 


All of us are sufficiently experienced to know that 
in taxes, a proposition cannot be resolved as dog- 
matically, simply, or as equitably as that. In the 
statute, the provisions are housed in the maze of two 
supplements; shots are called with fancy terms and 
special definitions ; and ifs, buts and exceptions plague 
us galore. However, as long as we know what the 
shooting is all about, we are not deterred by having 
to cross some rough terrain. 

Let us therefore sally forth. We shall not attempt 
to capture every nook and cranny. 
the important places. 


But we do want 
First we'll rivet attention on 
the exemption based on prior years’ earnings when 
the corporate taxpayer in the front ranks has been 
propelled there by other corporations. 
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Effect on the Income Method 


The right to the use of past earnings as a measure 
of excess profits tax exemption is carefully guarded. 
I:xistence prior to January 1, 1940, is one of the car- 
dinal requirements. In the ordinary case, corporations 
organized after January 1, 1940, do not give a hoot 
about the earnings method of determining the exemp- 
tion for, from the very nature of the case, they had no 
earnings during the base period, not having been in 
existence then. Suppose, however, a corporation, 
though starting anew, is just the follow-through of a 
corporation that flourished in 1936-1939. It is here 
that the exchange provisions open attractive vistas 
and permit the new corporation to assume the garb— 
and the earnings—of the old. Stated in terms of 
principle, by virtue of the exchange provisions, a 
domestic corporation (but not a foreign one) that 
comes into existence on or after January 1, 1940, may 
use the earnings method and earnings of a pre-existing 
corporation if hookup between the old and the new 
came about under certain prescribed pre-natal influences. 


The pattern of the hookup calls for the new cor- 
poration (the taxpayer) to take over or acquire the 
old corporation or its assets. Specifically, the acquire- 
ment must be via the route of swapping all the new 
corporation’s stock (plus any other consideration) for 
substantially all of the assets of the corporation taken 
over.'. Another way to kill the cat is through the 
tax-free liquidation of the old company into the new 
by reason of the ownership by the new of eighty per- 
cent of the stock of the old.2 The new corporation 
is still in the running if the acquirement comes about 
as the result of a statutory merger or consolidation.’ 

Even a transaction that is like a statutory merger 
or consolidation, though not the real McCoy, will do. 
The simulation can be obtained in one of two ways. 
First is where the new corporation gets substantially 
all the assets of the old corporation solely for some or 
all of the voting stock of the new.* The other is 
where assets are paid into the new corporation exclu- 
sively as paid-in surplus or capital contribution by the 
old corporation and, at the time, the old corporation 
owns voting stock of the new.® In both of these 
cases the fact that liabilities accompany the assets is 
immaterial. But in both cases, the old corporation 
must bite the dust. It must be completely liquidated 
pronto as part of the plan under which the new cor- 
poration acquires the assets. 


Now then, suppose we have such a hookup. Sup- 
pose the new taxpayer corporation, organized Janu- 
ary 1, 1940, was composed in one of the prescribed 


1 Sec. 740(a)(1)(A). 
2 Sec. 740(a) (2). 

3 Sec. 740(a)(3), (4). 
*Sec. 740(a)(1)(B). 
5 Sec. 740(a)(1)(C). 
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ways. That gives the new corporation a look-in on 
the earnings method and earnings of the old corpora- 
tion—if! The “if” is that the old corporation (styled 
in the law as a component corporation *) must qualify. 
In order to qualify, the old corporation must have 
been in existence January 1, 1936." (If it was, it is 
known as a qualified component corporation.*) 

If the new corporation got under way February 1, 
1940, then the date in 1936 for required existence of 
the old corporation would be February 1. In other 
words, it is four years before the new corporation’s 
tax year starts in 1940.° If the predecessor had no 
life at the beginning of the four-year stretch, then the 
new corporation stands on its own feet just as any 
other corporation, bereft of the earnings method and 
bereft of the earnings of the predecessor. The rule 
about constructive income that is applicable in the 
ordinary case of existence during part of the base 
period, does not apply once the waters are muddied 
by the taking over of another corporation and the 
application of the exchange provisions. 

If the new corporation comes into existence in 1941, 
or thereafter, the four-year measuring stick will still 
start back from the corresponding date in 1940.?° If 
the new corporation has two taxable years starting in 
the same calendar year, because of a fiscal year, the 
four-year tape applies to each starting date. The new 
corporation may come under the wire on one but 
flunk out on the other. That would be the case if the 
old corporation were organized in February, 1936, 
and the new corporation were organized in January, 
1940, and adopted a fiscal year starting on or after 
March 1. The old corporation would not have been 
im existence four years prior to January 1, 1940, but 
does qualify on the March 1 or later basis. 

Suppose the old corporation was not in existence 
four years back but can trace its existence to that date 
through hookup with its own predecessors. What 
then? The four-year rule gives way under those cir- 
cumstances, and not only does the predecessor still 
qualify for admission into the calculation, but so also 
do the figures of all of its own predecessors."! Let us 
explore that a bit. When one corporation takes over 
another, the “taker-over” is known as the acquiring 
corporation, and the “tooken-over” is known as the 
component corporation.** But the chain may have 
Corporation No. 1 taking over 
corporation No. 2 can itself be taken over by corpora- 
tion No. 3, and so on. 


more links than one. 


Corporation No. 2 is then a 





6 Sec. 740(b). 

7 Secs. 740(f), 741. 
8 Sec. 740(c). 

® Sec. 740(d)(1). 
10 Sec. 740(d) (2). 
11 Sec, 740(g). 

11a Note 6, supra. 
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component of corporation No. 1, which, in turn, is a 
component of corporation No. 3. 

Under such family relationship, corporation No. 2 
is branded with the cute name of a component cor- 
poration of a component corporation. In any event, 
the point is that components are figured on sort of a 
consolidated basis. We can reach down to the bottom 
of the corporate pile and the birth date of the corpora- 
tion way down under can be used in measuring the 
four-year requirement. Also, subject to a limitation 
later mentioned, the income of all the corporations in 
the pile, can be attributed to the top one. 

How come the four-year requirement altogether? 
If the principle of connecting up a new corporation 
with its forbears is sound, why should it apply only 
to ancestors four or more years old? There is no 
official explanation, and there does not seem to be any 
rational explanation. It looks like a hangover from 
a pattern originally considered but then dropped while 
the law was in the making. The House imposed the 
requirement that before a corporation could use the 
earnings method, it must have been in existence for 
the full four years. Under that scheme of things, it 
was perfectly natural to require the predecessor like- 
wise to have the same life span. 

But the Senate changed this. The Senate said 
existence during any part of the four-year period suf- 
fices, and the Senate won out. However, the modifi- 
cation was not carried through to the exchange 
provisions. Whether this was deliberate or just an 
oversight, we outsiders cannot tell. Considering the 
haste with which the law was rushed through, and 
the tremendous time pressure on the legislative drafts- 
men, as well as the queer quirks that flow from the 
provision as enacted (some of which we shall review), 
it looks like a good case can be made for the oversight 
theory. Be that as it may, the four-year requirement 
is the prescribed standard. 

Thus far we have been talking about a “new” tax- 
payer corporation. The rule equally applies to an 
old taxpayer corporation. It could have this setting: 
The taxpayer was organized in 1920. In 1939 it takes 
over a corporation that was organized in 1935. By 
reason of the exchange provisions, the taxpayer may 
use not only its own earnings experience in determin- 
ing the earnings exemption, but also that of the cor- 
poration taken over." 

May it do so or must it do so? Everything is swell 
if the corporation taken over has income. But sup- 
pose it has losses. The combination of the taxpayer 
and the corporation taken over is then gloom rather 
than boom. The exchange provisions were designed 
to help. They seek to expand on the number of cor- 
porations that may elect the income method. They 
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should not, therefore, apply to a corporation that could 
independently qualify for the income method without 
reference to other corporations acquired by it. 

However, the way the law is written and the com- 
mittee reports sound, the election looks like one of 
these “Vote Ya” affairs. Once a corporation’s history 
embodies a takeover and either the corporation or its 
predecessors’ longevity goes back to the beginning of 
the four year period, the corporation’s income for the 
base period “shall be” computed in combination with 
the predecessors’, whether it wants to or not." That 
means, losses of the predecessors must be offset 
against income of the taxpayer corporation." 

But that isn’t the half of it. If this “must” aspect is 
the correct interpretation, it can harass the taxpayer 
in another and most startling way. We said that if 
the predecessor was not in existence at the beginning 
of the four-year mark, its income cannot be availed 
of by the taxpayer. That rule has more tentacles. It 
snarls even the earnings of the taxpayer itself, if the 
taxpayer corporation was not in existence throughout 
the four-year period. Where that is the case, all the 
taxpayer’s earnings prior to the time of taking over the 
predecessor, go up the flue.1* The income of the pred- 
ecessor is used for the entire four-year period, but 
the income of the taxpayer is used only for the period 
after the takeover. 


HIS weird rule can produce some equally weird 

results. Suppose the taxpayer was organized Janu- 
ary 1, 1937, and has a million dollars income a year in 
1937, 1938 and 1939. If that is all there was to the 
corporation’s history, the taxpayer’s income for the 
base period would be three million dollars, plus a 
constructive income for 1936. Now, watch closely. 
Suppose at the end of 1939 it acquires a pimple of a 
corporation that had been in existence since 1935 
with an annual income of $1,000. Presto chango, 
the corporation loses its million dollar a year base 
period income and is relegated to the $1,000. In other 
words, the pimple becomes an all-consuming cancer. 
Had the taxpayer been in existence on January 1], 
1936, the income each year would have been one mil- 
lion dollars plus the $1,000. 

Had the taxpayer done nothing about acquiring the 
corporation, the taxpayer’s income for the base period 
would have been a million dollars a year. Why in 
the name of common sense the acquisition of the 
$1,000 a year corporation should obliterate the million 
dollars a year earned by the taxpayer prior to the 
takeover merely because the taxpayer was not in 
existence on January 1, 1936, is puzzling—but there 
itis. As long as it is there, corporations are naturally 
going to be wary of taking over any other corporation, 


3 Sec. 742. 
14 Sec. 742(a) (3). 
15 Sec, 742(f)(1). 
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no matter how otherwise desirable the takeover may 
be, if the circumstances are such that a death blow 
might be dealt to the earnings exemption otherwise 
available. 


AYBE some consolation can be derived from the 
fact that in no event can the income for the base 
period be less than zero! There is also another possible 
“out.” There is a limited situation in which the tax- 
payer’s own earnings hold the fort, even as to the 
earnings prior to the time of the takeover and even 
though the taxpayer was not in existence at the be- 
ginning of the four year period. This exception 
applies where the takeover occurs after September 11, 
1940, and during a tax year that got under way after 
December 31, 1939. In a takeover so timed, the tax- 
payer’s income for the base period is either its own 
income without reference to the takeover, or the base 
period income of any one of the corporations taken 
over, whichever is higher."® 

There are a few “buts” here too. For the provision 
to come into play, the taxpayer must have owned on 
September 11, 1940, and thereafter up to the time of 
the takeover, 75 percent of each class of stock of the 
corporations so taken over. The provision is also 
infused with life where between those dates one of 
the corporations taken over owned 75 percent of the 
stock of the taxpayer and of the other corporations 
ultimately taken over by the taxpayer. But of course 
in all of this, the corporations taken over must have 
been in existence at the beginning of the four year 
period. As applied to this particular situation, the 
existence must be actual and cannot be traced through 
the predecessors of the predecessors.*™ 

There is still another consolation. We have seen 
how the exchange provisions can annihilate the tax- 
payer’s own income for the base period in deference 
to the figures of its predecessor. A literal reading 
of the law makes possible the concurrent existence of 
two or more successors, all of whom can use the prede- 
cessor’s income! 

In the first place, the reference to predecessor cor- 
porations implies that the corporations taken over 
shall have gone into the great beyond. However, 
there is one type of hookup where both corporations 
can continue in existence, and that is where one cor- 
poration (A) transfers substantially all of its assets 
to another (B) for all of the stock of the transferee.’™ 
There is no requirement that A wind up. It can con- 
tinue to function, sell its stockholdings in B, and go 
merrily on. The way the law reads, both A and B 
can make use of A’s base period income if A was in 
existence during the four-year period. As a matter 
of fact, the law even permits the construction that if 


16 Sec, 742(d). 
isa Note 11, supra. 
6b Note 1, supra, 
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the takeover took place in 1938, B can make use of 
A’s income for 1939, that is, for the remainder of the 
base period after the takeover. At least there is 
nothing in the law affirmatively to prevent it. 

Take this case and see how corporation C becomes 
the usable predecessor of two corporations: Cor- 
poration D owns the stock of corporation C. Corpora- 
tion C is an old-timer and has a healthy base period 
income. Corporation C transfers its assets to cor- 
poration E for all of corporation E’s stock. Corpora- 
tion C is liquidated into corporation D. Now let’s 
take inventory. Corporation E has “acquired” cor- 
poration C as there was a transfer of assets by C for 
all of E’s stock. Accordingly, E has the right to use 
C’s base period income. Corporation D is likewise the 
acquirer of corporation C by virtue of the tax-free 
liquidation provisions. So both can use C’s base 
period income. What applies to D and E can also 
be extended to the rest of the alphabet, unless the 
courts, defying the letter of the law, say “nay” on 
this facile proliferation of income. 

Now let us pick up a few odds and ends, particu- 
larly on the computation of base period income, to 
complete our roundup on the vagaries of acquiring 
another corporation. We have referred to the four- 
year rule for admitting the predecessor into the ranks. 
The four-year period has another connotation. It not 
only measures the posture of the predecessor, but also 


fixes the boundaries of the base period for the 
taxpayer.** 


In the case of an ordinary corporation, the base 
period encompasses the taxable years starting after 
December 31, 1935, and before January 1, 1940. This 
1iay mean as much as fifty-nine months if there was 
a change of accounting period in the 1936-1939 inter- 
lude. However, where the taxpayer has a history of 
having taken over another corporation, the base period 
is the four-year period, no more, no less. The four 
years are divided into four equal parts, each part 
known as a base period year.17 Any income, either of 
the taxpayer or of a corporation taken over by the 
taxpayer, that is applicable to a period outside the 
four-year enclosure, is excluded in figuring the com- 
bined income."® 

Since the point of reference in measuring the four- 
year period is the taxable year starting in 1940 (or 
corresponding date in 1940 for a later year) and the 
adoption of a fiscal year or change in fiscal year may 
give the corporation two starting points, it follows 
that a corporation may have two base periods under 
this rule. The situation in each base period may be 
powerfully different, depending on the time when the 





ec Note 9, supra. 
17 Sec. 740(e). 
18 Sec. 742(f) (3). 
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predecessors came into existence and whether they 
had profits or losses. 

For example, suppose the taxpayer was organized 
in September, 1935. It took over corporation A or- 
ganized in February, 1936, that had losses throughout 
its base period. If the taxpayer is on an August 30 
fiscal year basis, it must offset against its own base 
period income the losses of corporation A, since meas- 
ured from September 1, 1940, corporation A was in 
existence at the beginning of the four-year period. 
However, if the taxpayer shifts to a calendar year, its 
taxable year for 1941 will start with January 1.7% 
The starting point for the four-year period thereupon 
becomes January 1, 1936. Corporation A was not in 
existence on January 1, 1936. Hence, its figures (that 
is, its losses) would not have to be considered by 
the taxpayer. 

We said that we can trace predecessors back 
through their own predecessors in order to get to the 
beginning of the four-year period, and that the income 
of all the corporations involved in this tracing process 
is thrown into the taxpayer’s pot. That is not alto- 
gether true. A limitation applies here of the same 
character as in the rule that where the taxpayer was 
not in existence at the beginning of the four-year 
period, its own income is figured only subsequent to 
the time it takes over another corporation. So also 
with the predecessor (corporation A), where it was 
not actually in existence at the beginning of the four- 
year period but depends for its inclusion on the fact 
that it in turn took over another corporation (cor- 
poration B) that was in existence at the beginning of 
the four-year period. A’s income is figured only for 
the period subsequent to the time of the takeover by 
it of corporation B.”® 

Suppose a takeover occurs during the taxable year 
—say in the middle of 1940. Obviously the taxpayer’s 
income, by reason of the takeover, would be affected 
only for the remaining half year. To allow it to in- 
clude the income of the corporation taken over on a 
full year basis for each year in the base period, would 
be unbalanced. Hence, it is provided that in such 
case only one-half the base period income of the cor- 
poration taken over is to be included.”° More pre- 

cisely, the fraction is put on a daily basis with the 
numerator, the number of days remaining in the tax- 
able year of the takeover and the denominator, the 
number of days in the year. This applies only to 
the income of the corporation taken over. The income 
during the base period of the corporation taking over 
is considered in full. 

Another point on the computation of base period 
income: The computation is made after taking into 





18a Note 10, supra. 
1 Sec. 742(f) (2). 
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consideration the same adjustments as in any ordinary 
case.2?_ A person reading the exchange provisions 
would think that an additional special adjustment is 
called for on account of intercompany dividends.” 
Actually that is not the case. There is a complicated 
song and dance in the statute that has no meaning 
at all in view of the fact that the dividends referred 
to do not in any event enter into the base period in- 
come. The presence of the provision is probably 
explained by the fact that in the House bill, dividends 
were going to be included in base period income. The 
Senate struck that part of the House bill and the bill 
was enacted on the Senate’s basis. It was evidently 
overlooked, however, that with dividends out, the 
intercompany dividend story in the exchange pro- 
visions automatically fell by the wayside. 

Finally, as in the ordinary case, when one of the 
years in the base period income shows a loss, that 
year can be regarded as having resulted in a break- 
even figure. A first reading makes it appear that it 
requires losses in at least two years before a loss can 
be lopped off, but a closer study reveals that the rule 
on a takeover is the same as without one, but merely 
couched in different language.” 

It may perhaps help to point up all of the foregoing 
discussion if we crystallize it by an illustration that 
involves a large part of the various rules. The fol- 
lowing is designed toward that end in the quest of 
determining the income credit of corporation T, the 
taxpayer. 


Diagram of Corporations 


1936 | B P 
| 
1937 i i T M S P 
hal 

1938 A C—>T > 

1939 A T<«——_ S 

1940 A ——>T 

Explanation 


1936 A, B and P were in existence on January 1. 

1937. T, M and S were organized on January 1. C merged B. 
1938 On January 1, T merged C, and S consolidated M and P. 
1939 T merged S on December 31. 

1940 T merged A in the middle of the year. 


Base Period Income 





Amount 
Actual Attributable to 
Income Corporation T Explanation. 
1936 
ef $ 2 000 (1) 
OP Sista ... 6 000 6 000 (2) 
P .......—10 000 —10 000 (2) 
—$ 2 000 





21 Sec. 742(e)(2). 
22 Sec. 742(e)(1). 
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Base Period Income (Cont’d) 
Amount 





Actual Attributable to 
Income Corporation T Explanation 
1937 
A $ 4 000 $ 2 000 (1) 
C 8 000 8 000 (3) 
7 . 10 000 (4) 
M 4 000 (4) 
S ...—10 000 (4) 
P 6 000 6 000 (2) 
$16 000 
1938 
A $ 4 000 $ 2 000 (1) 
a — 6 000 - 6 000 (3) 
S —10 000 —10 000 (3) 
—$14 000 
1939 
- $ 4 000 $ 2 000 (1) 
T . 20 000 20 000 (3) 
S 8 000 8 000 (3) 
$30 000 
Explanation 


(1) Merger effective half year in 1940. 
(2) In existence at January 1, 1936 (beginning of base 
period). 
(3) Predecessor in existence January 1, 1936. 
(4) Neither it nor predecessor in existence January 1, 1936. 
Income Credit 





1936 . —$ 2 000 
1937 16 000 
1938 — 14 000 (need not be figured) 
1939 30 000 
Total $44 000 
95% of %4 of $44 000 $10 450 





There is yet another item about a takeover, and 
then we can sign off. We know that the income ex- 
emption is affected by changes in capital after the 
day in 1940 that the excess profits tax begins to take 
hold. How does a takeover during this impression- 
able period affect the determination of capital change, 
considering that a takeover may involve a shift of 
assets, paying in of capital from one corporation to 
another, distributions, etc. The answer is that a take- 
over per se, does not give rise to any capital change, 
up or down. The rule prescribed is that no capital 
addition or deduction inheres in the getting together 
process. The only changes recognized are those that 
took place within the respective corporations, parties 
to the transaction (not the predecessors) up to the 
day of the welding. Changes resulting from the 
transaction itself are ignored.** 


Effect on Invested Capital 
We now leave the realm of earnings exemption, 
as affected by exchanges, and go to another matter 


entirely, namely, corporate split-ups. Up to now we 
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dealt with situations where the number of corpora- 
tions was contracted. In split-ups we have an ex- 
pansion and increase in the number. Since any 
corporation can engineer a split-up almost at will and 
accomplish it tax-free, it is obviously necessary, in 
safeguard of the revenues, to insure a situation where- 
by no tax advantage will accrue through the repro- 
duction process. A set of provisions aimed at that 
very objective deals with the effect of a split-up on 
invested capital and also on the tax itself. We shall 
start with the invested capital aspects. 


As a needed preliminary, let us first focus attention 
on what is meant by a split-up. As in the case of the 
already considered hookup or taking over of a cor- 
poration, a split-up is also characterized by an “ex- 
change.” However, the ingredients of the exchange 
in a split-up are different from that in a hookup. A 
split-up is deemed to take place only under prescribed 
circumstances, and these alone actuate the principles 
we are about to consider. A split-up occurs where 
corporation A transfers its property to another (cor 
poration B) for stock or securities of B, either in a 
tax-free reorganization or where transferor A is in 
control of transferee B.2> The transfer can also be 
by A to the paid-in surplus of B, or a contribution to 


3’s capital instead of for stock or for securities. The 


transfer must be of such a character that A’s basis 
continues with B (plus or minus any recognized gain 
or loss on the transfer), all as prescribed by Section 
113(a)(8)(B) of the 1938 Act or as would have been 
the case if that provision were correspondingly in the 
prior acts. Also, the transfer must be after December 
31, 1917. The 1917 date is employed as it ushered in 
the era of tax-free exchange provisions. 

Now then, if a split-up in any of these manners 
takes place, how is the calm maintained in respect 
to invested capital? We shall go at it first from the 
standpoint of equity capital, and then borrowed cap- 
ital. As for equity capital, the status quo is pre- 
served by the rule that the transferee’s invested capital 
is increased by the amount that the transferor’s is 
decreased. The amount of the increase and corre- 
sponding decrease is determined very simply. It is 
measured by the basis to the transferor of the assets 
transferred in the split-up.*° 

If with the assets came liabilities, the liabilities re- 
duce the basis for this purpose. Another reducer of 
basis is money or anything else (besides stock or 
securities) paid for the assets by the transferee, and 
that calls for the recognition of gain to the transferor. 
The latter adjustment is obviously necessary as such 
payments in effect reduce the amount parted with by 
the transferor. The decrease of the transferor’s in- 





2% Sec. 750(a). 
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February, 1941 EXCHANGE PROVISIONS 
vested capital by reason of the split-up is, for certain 
purposes, deemed to be effective the day after the 
split-up takes place. The day after the split-up has 
special significance, as we shall later see.?’ 
So much for the effect on equity capital. Now let 
us see what happens where, in the split-up, the trans- 
feree issues bonds or other indebtedness-securities. 
The indebtedness so created does not form part of 
the borrowed capital of the transferee if the securities 
are tax-free to the transferor.?* Tlowever, this limi- 
tation is confined to securities issued to acquire the 
net assets of the transferor. It does not apply to 
securities issued to liquidate debts of the transferor, 
unless those debts likewise came about in a split-up 
transaction and would therefore not form part of the 
transferor’s recognized borrowed capital. 


Effect on Computation of Tax 


The decks are now cleared for dealing with the 
problem where, because of the graduated rates based 
on amount of income, two corporations would set out 
via split-ups to live cheaper than one. When a cor- 
poration is “one,” the rates climb from 25 percent to 
50 percent as the excess profits income goes from 
$20,000 to $500,000, or more. The $500,000 touches 
off the 50 percent rate. Hence, the $500,000 is dubbed 
“the highest bracket amount.” ?® Obviously, if a cor- 
poration with a $500,000 income splits up into two 
parts, each with $250,000 income, and if the law re- 
mained silent, the corporation would beat the game, 
for $250,000 income only goes to the 40 percent bracket. 

But the law does not remain silent. To the con- 
trary, it says in no uncertain terms (though in some- 
what ponderous and cryptic language) that the split-up 
into two shall fare no better than the original one. 
This it accomplishes in a very neat way. It ordains 
that wherever there is a split-up, the income brackets 
in the rate schedule are also correspondingly split up, 
so that if a corporation divides into two, the top 
bracket for each is no longer $500,000, but $250,000, 
and all the other brackets are proportionately re- 
duced.*° That of course makes everything 
were.” 

What has been described is the basic pattern of 
adjustment to deal with the problem. In actual appli- 
cation there are all sorts of deviations and modifica- 
tions. First of all, the definition of a split-up for this 
purpose is different from what we earlier said it was. 
By split-up, here, we mean only those “exchanges” 
taking place after the start of the transferor’s first 
excess profits tax year. The exchanges, it will be 
recalled, must be of the type involving transfers in 
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tax-free reorganizations, or to paid-in surplus, or as 
capital contribution, with the transferor or its share- 
holders, or both, in control of the transferee. How- 
ever, control here has a different meaning from control 
for income tax purposes. We are now talking of 
ownership of 90 percent of the “voting stock” and 90 
percent of the “value” of “all” stock.*’ For income 
tax purposes, it is 80 percent of the “voting stock” 
and 80 percent of the “number” of shares of “non- 
voting” stock. 

Of course, as long as split-ups are thus narrowly 
defined, its grasp may easily be deflected. A split-up 
where there is only 89 percent control would accom- 
plish the excess profits tax saving and still be free 
from income tax. Also, the same practical destination 
can be reached as in the ordinary split-up but the tax 
effect averted by following a different route from that 
chartered by the statute. The stockholders can or- 
ganize a corporation anew to handle one-half the 
business theretofore taken care of by the existing cor- 
poration. Such an approach would not be a split-up 
in the statutory sense, and hence the regular income 
brackets would apply to each corporation. 

Many other transactions may accomplish the same 
purpose. The point is that the split-up provisions 
are “agin” the taxpayer, but as they are grooved in 
specifically defined channels, anything not flowing in 
the impounded waters are not affected by the tax 
consequences otherwise attendant upon a split-up. 


Then again, we referred to a corporation that split 
into two parts. How are the parts measured? How 
do we know whether it is two parts or thirty-two? 
The law makes as the criterion the extent of the in- 
vested capital transferred. This in turn is based on 
the relationship between the invested capital of the 
transferor on the day after the split-up to its invested 
capital on the day of the split-up.? For this purpose, 
a special rule as to invested capital applies. The in- 
vested capital of the transferor for the day after the 
split-up, is its invested capital figured in the regular 
way, less the amount by which the transferee’s equity 
capital (not borrowed capital) is increased is a result 
of the split-up.*** If half the invested capital is thus 
transferred out, then the income brackets are, from 
that point on, reduced by one-half. That means they 
then range from $10,000 to $250,000 (assuming there 
had been no previous split-up that had already ampu- 
tated the $20,000 to $500,000 range; otherwise the 
then existing range is cut in half). 

How about the transferee in the split-up? The 
transferee’s income brackets are, in the case supposed, 
likewise reduced one-half of their pre-existing amounts.** 





31 Sec. 750(d). 
32 Sec. 752(b) (2). 

%2a Note 27, supra. 
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That, however, is true only if there is one transferee. 
If there is more than one transferee, the 50 percent 
reduction for the transferor is apportioned to the 
transferees in accordance with the amount of invested 
capital transferred to each transferee. 

The arithmetic, thus far, applies to split-ups at the 
beginning of the year. If the split-up takes place 
during the year, then the reduction in the income 
brackets applies only for the remainder of the year. 
The apportionment in this respect is made on a daily 
basis.“ Of course, beginning with the succeeding 
year, the reduction will apply for the full year. 

The same corporation may be involved in several 
split-ups during the year, whether on the receiving 
end, the transferring end, or both. What then? The 
income brackets worked out for the last split-up of 
the year controls for the entire year.*” To determine 
the income brackets for the last split-up, it is of course 
necessary to know what the income brackets were just 
before that split-up, and so on for the preceding split- 
ups. The computation for this purpose is made as if 
the taxable year closed with each split-up. 


Again an illustration may be good for the soul, and 
help the better to give concrete form to the principles 
reviewed. Suppose then, we were called upon to de- 
termine the tax of corporations T, A, and B, under 
the following facts: 


(1) In middle of 1940, T corporation transfers % of its 
assets to each of A and B, new corporations. 


(2) T’s invested capital before transfer is $1,500,000. After 
transfer, T’s invested capital is $900,000, and A and B each 
have $300,000. 

(3) T’s excess profits tax income, after all exemptions, is 
$200,000. A’s is $50,000, and B’s is $50,000. 


(4) Before the transfer, T’s top income brackets could go 
to $500,000. 


The steps in determining the tax would then be as 
follows: 


(1) After the exchange, T’s top income brackets can go to 
$300,000 ($900,000/$1,500,000 x $500,000) or 3% of $500,000. 
A and B’s top income brackets can go to $100,000 each 
($300,000/$1,500,000 x $500,000) or % of $500,000. These 
amounts apply beginning in 1941. 

(2) For 1940, T’s amount is % year (actually 183 out of 
366 days) at $500,000 (or $250,000) plus % year at $300,000 
(or $150,000), making a total for the year of $400,000, or 4% of 
$500,000. 


(3) For 1940, A’s (and also B’s) amount is % year at 
$100,000, or $50,000, or 1/10 of $500,000. 
(4) T’s 1940 tax is: 


44 of $ 20,000, or $ 16,000 @ 25% = $ 4,000 
< of 30,000, or 24,000 @ 30% 


4 

44 of 50,000, or 40,000 @ 35% = 14,000 

44 of 150,000, or 120,000 @ 40% = 48,000 
$200,000 $73,200 





% Sec. 752(b)(1), (c)(1). 
% Sec, 752(d). 
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(5) A’s and B’s tax for 1940, for each, is: 
1/10 of $ 20,000, or $ 2,000 @ 25% =$ 500 


1/10 of 30,000, or 3,000 @ 30% = 900 
1/10 of 50,000, or 5,000 @ 35% = 1,750 
1/10 of 150,000, or 15,000 @ 40% = 6,000 


1/10 of 250,000, or 25,000 @ 45% = 11,250 





$20,400 


$50,000 


(6) The total tax for the three is $114,000. This is exactly 


what T would have had to pay if there were no transfer to 
A and B. 


(7) For 1941, in figuring T’s tax, % of the regular income 
brackets will be applied, and in A and B’s tax, % each. 

We said that the reduction in the income brackets 
takes place only where the split-up involves a 90 per- 
cent continuing control. Split-ups involving the 0 
percent income tax control but not the 90 percent 
excess profits tax control, are not altogether free from 
effect. To the contrary, they may result in a reshuf- 
fling of the income brackets as between the transferor 
and the transferee. 


The way it works is that on a split-up where there 
is no 90 percent control—and also (this is a new fac- 
tor) if the stockholders of the transferee before the 
split-up have no 90 percent control of the transferee 
after the split-up—the highest income brackets avail- 
able to the transferor and transferee just before the 
split-up, are totalled. The difference between the total 
and $500,000 is assigned to the transferor as its highest 
income bracket for the year after the split-up. The 
remainder of the total correspondingly becomes the 
transferee’s highest income bracket.*® 





For example, if before the split-up the transferor’s 
income brackets ran to $300,000 (having been reduced 
from $500,000 by reason of a prior split-up), and the 
transferee’s was $400,000, the two together are 
$700,000. In the year following the split-up, the trans- 
feror’s income brackets are reduced from $300,000 to 
$200,000 (that is, $700,000 minus $500,000) and the 
transferee’s brackets are stepped up to $500,000 (that 
is $700,000 minus $200,000). If before the split-up 
the income brackets of the transferor and transferee 
together were less than $500,000, the total would all 
be assigned to the transferee. As for the transferor, 
all of its excess profits income would be taxable at 
the 50 percent rate. It would have no income brackets. 


How the arithmetic works where the split-up, with- 
out 90 percent control, involves several transferees, 
is not clear. Note, in any event, that under the for- 
mula for a shift of income brackets, the extent of the 
split-up is immaterial. Whether a corporation splits up 
in half or in hundreds, the effect on the income brackets 
of the participants is the same. This does not have 
much logic to flavor it, and may work inequitably for 
both taxpayer and government. [Turn to page 120.] 





% Sec. 752(b)(3), (c)(3). 
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Optional Valuation of an Estate 


For Federal Estate Tax Purposes’ 


By WILLIAM A. SEIFERT** 


NY phase of the law of estate and inheritance 
taxes is of especial interest to lawyers, since 
much of their time is devoted to the drafting 

of wills and trusts and guiding in the administration 
of estates. Because of the importance of this subject 
generally to lawyers, and furthermore because these 
taxes are one of the major forms of taxation in the 
country, [ shall precede the discussion of my main 
topic—to wit, “Optional Valuation of Estates’—with 
some of the historical and economic highlights of the 
estate tax laws, which should materially aid one in 
understanding this subject better. 

[ believe, at this point, that it will be helpful to 
give you a general outline of the topics to be covered 
in this discussion. These topics are: 

The legal concepts of the estate tax laws. 


The economic concepts of the estate tax laws. 
The distinction between an estate tax and an inheritance 


The principle of graduated rates of taxes. 
The history of federal death taxes in the United States. 
6. The general provisions of the present federal estate 
tax law. 
7. The main topic—The Optional Valuation provisions of 
the present law. 
8. Recent decisions of the courts dealing with death taxes. 


me AWN 


I might also add as a prelude to my discussion that 
the federal gift tax is a companion of the estate tax, 
it being as a practical matter, a prepaid estate tax, and 
its rates being approximately three-fourths of the 
estate tax rates. In other words, your government 
very generously gives you a twenty-five per cent 
discount if you will anticipate your death duties dur- 
ing your lifetime. 

It seems to be admitted by all, that the federal 
estate tax is a tax levied upon the privilege of trans- 
ferring property at death. It is an indirect tax as 
distinguished from a direct tax. 

What are the principles upon which death taxes 
are based? 


Legal Concepts of Estate Tax Laws 


One legal theory advanced to justify the imposition 
of death duties comes down to us from feudal times, 


* Address before the Allegheny County Bar Association of Penn- 
Sylvania. 

** Attorney at Law, Pittsburgh, Pa. Member, Law Firm of 
Reed, Smith, Shaw and McClay. 


and rests upon the old feudal doctrine that the sover- 
eign has exclusive right to the property of his subjects 
after their death. Under this theory, property passes 
by will or inheritance only by the grace of the sover- 
eign, and death duties are regarded as exactions made 
in return for the privilege of succession and inher- 
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itance granted by him. Blackstone was a staunch 
advocate of such a theory, and we find in his commen- 
taries a statement that 


“wills and testaments, rights of inheritance and suc- 
cession, are all of them creatures of the civil or municipal 
laws, and accordingly are in all respects regulated by them.” 


83 




















































































































































































































































































































84 TAX ES—The Tax Magazine 






Jefferson probably was the first American exponent 
of this doctrine, for in a letter to Madison, dated Sep- 
tember 6, 1779, we find the statement: 

“The earth belongs in usufruct to the living; the dead have 
neither power nor rights over it. The portion occupied by an 
individual ceases to be his when he himself ceases to be and 
reverts to society.” 

The first judicial recognition of the feudal theory 
in this country is contained in the much quoted Vir- 
iginia case of Eyre v. Jacob,’ in which the court stated: 

“The right to take property by devise or descent is the 
creature of the law and secured and protected by its authority.” 
In England and the continental countries, this theory 
has seldom been resorted to in order to sustain the 
legality of death duties. In fact, it has been aban- 
doned in most countries with the spread of democratic 
ideas. In the various states in this country, it has 
been largely superseded by the theory that the power 
of the states to levy death duties rests upon their ex- 
clusive authority to regulate the transfer of property 
at death. Due to constitutional limitation on the 
taxing power of the states, this theory is most often 
urged to support state death duties. Under such 
theory, limitations which apply to other taxes are 
inapplicable to death duties because of this exclusive 
power of state regulation. 


The Supreme Court, in upholding state death duties 
in Magoun v. Illinois Trust & Savings Bank? and 
United States v. Perkins,’ considered the same theory. 
3ut while this theory has become one of the main- 
stays of state inheritance tax laws, it can not be relied 
upon by the Federal Government, because the power 
to regulate the passing of property at death is reserved 
exclusively to the states. To justify the Federal Gov- 
ernment’s right to impose death duties we must look 
to a third theory, namely, that death duties are taxes 
and may be levied pursuant to the power of the sov- 
ereign to levy and collect taxes. This theory is relied 
upon by practically all countries to support their death 
duties. Under our Constitution, the Federal Govern- 
ment is granted express authority to levy taxes, and 
this power is held to be sufficient to authorize the col- 
lection of federal death duties. In justifying such a 
duty, the Supreme Court has emphasized the fact that 
the occasion for the tax is the transition or receipt of 
the property by death and not the right to regulate. 
In this connection, the following is quoted from 
Knowlton v. Moore *: 


’ Tax laws of this nature in all countries rest in their 


essence upon the principle that death is the generating source 
from which the particular taxing power takes its being and 
that it is the transmission from the dead to the living, on 
which such taxes are more immediately rested.” 

'14 Gratton 422. 

2170 U.S. 288. 

3163 U. S. 625. 

4178 U.S. 41. 











February, 1941 


Having considered that death duties are taxes, there 
remains the question of their fiscal classification. Con- 
siderable controversy has arisen as to whether they 
are direct or indirect taxes. While proper classifica- 
tion of such taxes may not be important in the case of 
state and foreign death duties, it becomes important 
in the case of federal death duties because of the con 
stitutional provision requiring that direct taxes he 
apportioned according to population. Fortunately, 
this controversy has been definitely settled by the 
Supreme Court, both inheritance taxes and estate 
taxes being held to be in the nature of excises and, 
therefore, indirect taxes.° 


Economic Concepts of Estate Tax Laws 


There are many economic theories relating to the 
imposition of death duties. 


One of these is known as the privilege theory. 
Closely allied with the legal theory of the right of the 
state to the property of the decedent is the conception 
that the right of bequest involves a social privilege 
for which some compensation is rightfully demanded. 
Under this theory, the state permits the decedent to 
dispose of his property at death. As stated by Sir 
William Harcourt, father of the British estate tax law: 

“Nature gives a man no power over his earthly goods 
beyond the term of his life. What power he possesses to 
prolong his will after his death—the right of a dead hand to 
dispose of property—is a pure creation of the law, and the 
state has the right to prescribe the conditions and limitations 
under which that power shall be exercised.” 

Applying this theory to inheritance taxes, Sir Wil- 
liam Gladstone made the following statement: 

“The carrying property in perfect security over the great 
barrier which death places between man and man is perhaps 
the very highest achievement, the most signal proof of power 
of civilized institutions; and an instance so capital of 
the great benefit conferred by law and civil institutions upon 
mankind, and of the immense enlargement that comes to 
natural liberty through the medium of the law, that I con- 
ceive nothing more rational than that if taxes are to be raised 
at all, the State shall be at liberty to step in and take from 
him who is thenceforward to enjoy the whole in security, that 


portion which may be bona fide necessary for the public 
purpose.” 


Under the privilege theory, the claim upon the 
estate of collaterals and strangers in blood is less than 
that of kindred in the direct line, and therefore the 
privilege of participating in its distribution granted 
to them by the state may be said to be greater. This 
theory has found support among Dutch and French 
economists, as well as some economists in this country. 


If the privilege is made the measure for determining 


the tax, it appears that it will be very difficult to 
arrive at a uniform standard which would apply 
equitably to all cases. 


5 See Scholey v. Rew, 23 Wall. 331; Knowlton v. Moore, 178 U. S. 
411; New York Trust Co. v. Hisner, 256 U.S. 345. 
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Another theory is the co-partnership theory. Under 
the co-partnership theory, the state is regarded as a 
silent partner in the enterprise which accumulated 
the wealth of the decedent. As the state rendered 
him aid and protection in amassing such wealth, upon 
dissolution of the partnership by death it is contended 
that the state is entitled to a share of the capital. This 
theory was strongly advocated in this country by 
Andrew Carnegie, who made the following statement: 


“Now who made that growth? The growth of the Ameri- 
can public—that is where that wealth came from, and that is 
the partner in every enterprise where money is made honor- 
ably; it is the people of the United States I say the 
community fails in its duties and legislators fail in their duties 
if they do not exact a tremendous share, a progressive share.” 

Still another theory is the diffusion-of-wealth the- 
ory. Under the diffusion-of-wealth theory, death 
duties are justified as preventing a check upon the 
perpetuation of large fortunes. It is felt that it is 
injurious, both for the individual and the state, that 
fortunes of great magnitude should be left to indi- 
viduals, as it encourages the growth of an unproduc- 
tive class to spend their time and money in dissipation 
and in the maintenance of a crowd of parasites to 
administer only to their selfish wants. It was Lord 

sacon who made the statement in one of his essays 
that—“Ever a state flourisheth when wealth is more 
evenly spread.” 

In this country, this theory has been criticised on 
the ground that taxes are levied to raise revenue and 
not for the purpose of introducing social reforms. 
If social reforms are desired, it is said that they should 
be accomplished by means other than taxation. 


Notwithstanding such criticism, the President of 
the United States, on June 19, 1935, in his message 
to the Congress, said: 


“Social unrest and deepening sense of unfairness are dangers 
to our national life which we must minimize by rigorous 
methods. People know that vast personal incomes come not 
only through the effort or ability or luck of those who receive 
them, but also because of the opportunities for advantage 
which the Government itself contributes. Therefore the duty 
rests upon the Government to restrict such incomes by very 
high taxes.” ‘ 

Under the fee or cost of service theory, death duties 
are regarded as payments made to cover expenses of 
the state in effecting and enforcing transfers at death. 
This theory would not support the imposition of 
heavy death duties for the reason that it would natur- 
ally limit the amount of such duties to the expenses 
actually incurred in performing this function. 

Under the value of service theory, the taxes are 
based upon the value of the services performed to the 
heir or beneficiary rather than the expense of the 
service to the Government. Graduation according to 
relationship is justified under such a theory on the 
ground that a greater service is rendered when prop- 
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erty is transmitted to distant relatives than when 

handed down to direct descendants. Here we have 

the difficult question of valuation; that is, of deter- 

mining a measure for the service afforded by the state. 
Other less important theories are: 


The back-tax theory 

Differentiation of income theory 

The faculty theory 

The sequence of inheritance theory 

The lump sum theory 

The accidental or fortuitous income theory 


Distinction between hereditary and acquired property 
theory. 


Space does not permit of an explanation of these theories. 


Distinction between Estate and Inheritance Taxes 


The estate tax naturally rests principally on either 
the privilege theory or the co-partnership theory. On 
the other hand, the accidental or fortuitous income 
theory probably accords best with the characteristics 
of an inheritance tax. 


While the original form of death duty in this coun- 
try was the probate duty, the forms which are now in 
use are the estate tax and the inheritance tax. The 
estate tax is levied on the total net estate left by a 
decedent, while the inheritance tax is imposed on the 
net share of the estate passing to each beneficiary. 
The former is a tax on the right to transfer property, 
the latter a tax on the right to receive it. Although 
these two taxes are similar, in respect to the fact that 
the incidence of both is on the beneficiaries, there are 
important differences in the two forms which will be 
discussed. 


As I have said, the estate tax naturally rests princi- 
pally on either the privilege theory or the co-partner- 
ship theory. Under the privilege theory, the sovereign 
has a superior title to the heirs or beneficiaries and 
may properly take his share ahead of them. Under 
the co-partnership theory, which assumes the sover- 
eign to be a partner in the enterprise of the decedent, 
it is reasonable for the sovereign to take his share 
regardless of the number or the degree of relationship 
of the heirs. 

The federal regulations state that the estate tax is 
imposed on the transfer of the net estate irrespective 
of who may receive it. 


Principle of Graduated Rates of Taxes 


Briefly, death duties are graduated either (1) ac- 
cording to the degree of relationship of the decedent, 
or (2) according to the size of the estate or the share 
of the beneficiary. This principle presents an inter- 
esting study, but the time allotted will not permit 
further consideration. 





5a Article 3, Regulations 80, 
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History of Federal Death Taxes in United States 


The first reference to inheritance taxes in the United 
States is in the report of a special committee on 
finance which, in 1794, recommended to the House of 
Representatives the imposition of graduated stamp 
duties upon inventories of the effects of deceased per- 
sons, receipts for legacies of personal property accord- 
ing to the value thereof, the issuance of letters of 
administration, and the probate of wills.® 

Three years later, Congress, under the Act of July 6, 
1797,’ levied a tax upon receipt for legacies and shares 
of personal property at rates of seventy-five cents on 
the first five hundred dollars and for each additional 
five hundred dollars, a tax of one dollar. This tax 
was like the English legacy duty in that the mode of 
collection was by stamp duties levied on the receipts 
evidencing the payment of legacies or distributive 
shares of personal property, and in that the amount 
was charged upon the legacies and not upon the resi- 
due of the personal estate. It was continued in force 
for a period of four years, and was repealed in 1802 * 
along with other internal revenue taxes. 

During the War of 1812, no taxes upon inheritances 
were levied, although Secretary Dallas recommended 
a tax on inheritances and bequests in a report sub- 
mitted to Congress on January 21, 1815.9 The neces- 
sity for extra taxes at that time was due to the war 
with England, and as the Treaty of Ghent had already 
been signed, Congress did not act upon the suggestion 
of the Secretary. 

During the Civil War period, the death duties im- 
posed by Congress greatly resembled those existing 
in England, and this parallel was observed by the 
Supreme Court in Scholey v. Rew,’® and Knowlton v. 
Moore.*' There were three taxes imposed: 


(1) A legacy duty, chargeable against each legacy or dis- 
tributive share. 


(2) A succession duty, chargeable against successions to 
real property by deed or will. 


(3) A probate duty, chargeable against the mass of the 
estate. 
Secretary Chase first suggested a legacy tax in his 
annual report for 1861. Such a tax was adopted by 
Congress under the Act of July 1, 1862.7? By this act, 
only personalty in excess of $1,000, transferred by 
bequest or inheritance, was subject to tax, and the 
rate was graduated according to the degree of con- 
sanguinity of the beneficiary. This tax thus compre- 
hended only legacies and distributive shares of 
personal property, and was payable by the executor. 





® State Papers, Finance Vol. I, p. 277. 

* Ch. 11, 1 Stat. 527. 

8 Act of June 30, 1802, Ch. 17, 2 Stat. 148. 

® American State Papers, Vol. VI, p. 887. 

© 23 Wall. 331, 349. 

1178 U. S. 41, 50. 

2 Ch. 119, Secs. 111 and 112, 12 Stat. 432, 435-436. 
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The rates as provided by this law ranged from three- 
fourths of one per cent to five per cent. 

The tax was applied only when the entire personal 
estate was in excess of $1,000, but in such event the 
rates were applied to each legatee’s share, regardless 
of whether such share was in excess of $1,000 or not. 
No person, when receiving a legacy from an estate of 
$1,000 or more, was exempt from tax, except a hus- 
band or wife of the deceased. The executor, adminis- 
trator, or trustee was required to pay the tax before 
making distribution to the legatees, and the tax was 
made a lien upon the property until fully paid. This 
tax was not as productive as had been generally ex- 
pected. It was estimated that it would produce 
$1,000,000 annually, but actually it produced only 
$56,592.61 in 1862 and $311,161.02 in 1863.** 


A new tax bill was framed in 1864, in which Con- 
gress increased the tax rates on legacies of personal 
property and imposed a tax on successions to real 
estate. While husband and wife were exempt from 
the legacy tax, there was no provision for their exemp- 
tion from the succession tax, but an amendatory act," 
which was made retroactive, provided that the suc- 
cession tax should not be imposed where the successor 
was a widow. The rates ranged from one per cent 
to six per cent. In the case of legacies, the adminis- 
trator or executor was charged with the duty of mak- 
ing the return and paying the tax; but in the case of 
successions, the person liable for the tax was required 
to furnish full account of the succession. In order to 
prevent the giving away of property before death for 
the purpose of avoiding the succession tax, it was pro- 
vided that deeds and gifts, made without valuable and 
adequate consideration, conveying any real estate to 
any person, whether they purported to vest the estate 
either immediately or in the future, should be con- 
sidered as a succession and taxed as such.?® The 
Commissioner decided that under the law the consid- 
eration must not only be valuable but also adequate, 
and when the consideration is inadequate, a succession 
tax must be paid on the entire estate conveyed.1* The 
special revenue commission recommended that, since 
such a tax had little influence in checking the develop- 
ment of the country, it should be made productive of 
large revenue. It was estimated that the entire prop- 
erty of the country changed hands once in thirty-two 
vears (the lifetime of a generation), and that assum 
ing the legacy and succession duty at an average of 
one per cent, the receipts from this source should 
yield annually $5,000,000. The entire real and per- 
sonal property in the United States in 1860 was 





13 Ex. Doc., No. 4, 2d Sess., 46th Cong., 1879-80, p. 171. 
4 March 3, 1865, 13 Stat. 481. 
5 13 Stat. 1, 289. 


16 3 Internal Revenue Record, p. 197. 
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estimated at $16,159,616,086.17 However, for the year 
1865 only $543,000 was collected while a similar tax 
in Great Britain yielded $11,000,000. The law was 
further amended by the act of July 13, 1866,"* with 
minor changes. The tax on both legacies and suc- 
cessions was repealed by the act of July 14, 1870.'® 
The repeal was effective October 1, 1870, and the re- 
pealing act provided that any taxes levied upon be- 
quests or devises of any real or personal property 
made to a literary, educational, or charitable institu- 
tion which had not already been paid, were not to be 
collected. The reasons given in the Senate for the 
repeal of such taxes were: 

“Tt was proposed to repeal certain other taxes, and if this 

was done there would be no officers charged with the special 
collection of these taxes, and most of the taxes were paid by 
direct descendants. This was the most natural way for a 
father to dispose of his property. As so little tax was col- 
lected from collaterals it was not worth while retaining such a 
tax if the tax on direct heirs was repealed. (Cong. Globe, 2d 
sess., 41st Cong., 1869-70, p. 4708, column 3.)” 
The collections from 1865 down to the date of repeal 
steadily increased, doubtless due to a growing famil- 
iarity with the law on the part of the public and 
officials. In 1866 collections rose to $1,170,977. In the 
next four years they steadily increased, until in 1869 
a total of $3,998,024 was returned. Collections from 
1863 to 1871 from legacies were $8,893,969.33 and from 
successions, $5,911,678.57. The statistics of these in- 
heritance taxes show some interesting facts. About 
fifty-five per cent of these taxes were paid in New 
York, Massachusetts and Pennsylvania. Every year 
these three states also led in the amount of legacy 
tax paid. 

The Act of August 27, 1894,?° included as income for 
the purpose of the income tax, property acquired by 
bequest or devise. This statute was declared uncon- 
stitutional by the Supreme Court on the theory that 
the income tax was a direct tax and must, therefore, 
be apportioned.”* 

The next death duty imposed by the United States 
was enacted by the act of June 13, 1898.22, Under this 
act, as construed by the Supreme Court in Knowlton 
v. Moore,* the tax was imposed upon legacies or dis- 
tributive shares, and not upon the whole estate. This 
act was amended in 1901, and repealed on April 12, 
1902. The tax was limited to personal property pass- 
ing by will, by intestate laws, or by transfers intended 
to take effect in possession or enjoyment at death. No 
tax was imposed upon estates of less than $10,000. 
Husband and wife were wholly exempt from taxation, 





™ Kennedy, Eighth Census, p. 195. 

14 Stat. 140. 

16 Stat. 257. 

20 Ch. 349, Sec. 28, 28 Stat. 509, 533. 

21 Pollock v. Farmers’ Loan & Trust Co., 157 U. S. 429; 158 U.S. 
601. 

2 Ch. 448, Secs. 29 and 30, 30 Stat. 448, 464-466. 
73178 U.S. 141. 
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and contingent remainders were not taxable. By an 
amendment in 1901, charitable and similar bequests 
were exempt from tax. During the fiscal years 1899 
to 1907, inclusive, a total of approximately $22,500,000 
was collected from this source. The effective date of 
the repeal of the tax was July 1, 1902, but the repeal- 
ing statute excepted from its operation taxes imposed 
prior to that date, and under the act of June 27, 1902, 
provision was made for the refund of any tax collected 
on an interest not vested in possession or enjoyment 
prior to the effective date of the repeal. In 1915, the 
Supreme Court, in the cases of United States v. Jones ** 
and McCoach v. Pratt,?> held that where the period of 
administration had not expired prior to July 1, 1902, 
the beneficiaries were without legal right to demand 
distribution prior to the repeal, and such undistributed 
interests were not, therefore, subject to tax. As the 
period for filing claims had expired, Congress, by a 
special act passed March 20, 1928, authorized refunds 
where the tax was collected on interests which had not 
vested in the legatees and distributees prior to April 
12, 1902. Refunds were made without regard to any 
statute of limitations, provided application was made 
within a certain time. Consequently, there are still 
a few cases pending in the Bureau of Internal Revenue 
involving a refund of these old legacy taxes. 


No death duties were imposed by Congress during 
the period from 1902 to 1915, inclusive. When this 
character of tax was again considered by Congress 
in 1916, it was decided to abandon the former theory 
of taxing legacies and successions, as such, and to 
levy a tax measured by the entire net estate of the 
decedent transferred at death. England had imposed 
an estate duty in 1894, and while Congress had, in 
1898, attempted to levy such a duty, the Supreme 
Court, in construing the 1898 Act, held that the stat- 
ute as written imposed a legacy duty and not an 
estate duty. The first federal estate duty was levied 
by the Revenue Act of 1916, effective September 8, 
1916. The tax was imposed upon the transfer of the 
net estate of every person dying after September 8, 
1916, and was payable one year after death. Included 
in the net estate were: (1) Transfers or trusts in 
contemplation of death, and (2) transfers or trusts 
intended to take effect in possession or enjoyment at 
or after death. Gifts made within two years preced- 
ing death were presumed to have been made in con- 
templation of death. Recipients of property trans- 
ferred in contemplation of death were made liable 
to the tax on such property. Resident decedents 
were allowed a deduction of fifty thousand dollars in 
computing the net estate, but no such deduction was 
allowed to nonresidents. The rates of tax on the net 





24 236 U.S. 106. 
% 236 U.S, 562, 
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estate under the revenue act of 1916 were: one per 
cent for the first fifty thousand dollars, and graduated 
to ten per cent on a net estate in excess of five mil- 
lion dollars. 

Under the Act of March 3, 1917, effective as of that 
date, the rates under the 1916 act were increased, 
the maximum increase being five per cent or fifteen 
per cent on net estates in excess of five million dollars. 
In addition to this tax, decedents dying after October 
3, 1917, and before February 25, 1919, were subject 
to a War Estate Tax imposed by the Revenue Act 
of 1917, the maximum rate being ten per cent on 
estates in excess of ten million dollars. Thus the total 
estate tax applicable to decedents dying between 
October 3, 1917, and February 25, 1919, ranged from 
two per cent to twenty-five per cent. 

The Act of February 24, 1919, was designed to re- 
duce the rates on estates of one million five hundred 
thousand dollars or less. But because of the reduc- 
tion in rates on the lower brackets, only a slight reduc- 
tion in tax inured to the benefit of estates in excess 
of ten million dollars, the rates under this act ranging 
from one per cent to twenty-five per cent on estates 
in excess of ten million dollars. The effect of the Act 
of February 26, 1926, was to materially reduce the tax 
on large estates, the rates ranging from one per cent 
to twenty per cent on estates in excess of ten mil- 
lion dollars. 

With the Acts of June 6, 1932 and May 11, 1934, 
estate tax rates commenced to skyrocket, the rates 
ranging from one per cent to forty-five per cent and 
sixty per cent, respectively, on estates in excess of 
ten million dollars, the tax on estates up to seventy 
thousand dollars being the same under both acts. 
The Act of August 31, 1935, further increased estate 
taxes, the increase affecting all brackets, the rates 
ranging from two per cent to sixty-seven per cent and 
seventy per cent on estates in excess of ten million 
dollars and fifty million dollars, respectively. 

Thus it may be seen that the federal death tax on 
an estate of ten million dollars has grown from twenty 
thousand dollars in 1797 to four million nine hundred 
sixty-two thousand six hundred dollars in 1940, or 
an increase of twenty-four thousand seven hundred 
thirteen per cent. 


General Provisions of Present 
Federal Estate Tax Law 

The present federal statute imposes only one form 
of death duty. This is an estate tax, levied upon the 
decedent’s net estate, and is to be distinguished from 
an inheritance tax, which is levied upon the share of 
each beneficiary. The rates of the federal tax are 
graduated according to the amount of the estate, and 
are imposed by brackets and not by totality. The 
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bracket system applies a given rate to that portion of 
the net estate falling within the bracket. On the other 
hand, the totality system applies a maximum rate, 
determined by the size of the estate, to the whole of 
the net estate. 


There is no recognition of consanguinity, either by 
exemptions or otherwise. Thus, the tax is the same 
upon net estates of equal size whether the property 
descends to one child or ten children, or even to 
strangers in blood. 


The tax due is determined by a computation in- 
volving two schedules with different rates. One 
schedule consists of the rates imposed by the Revenue 
Act of 1926, and the other of the additional tax im- 


posed by the Revenue Act of 1932 as amended by the 
Act of 1935. 


The value of the net estate under the Revenue Act 
of 1932 as amended, is determined as provided in the 
Revenue Act of 1926, as amended, except that in lieu 
of the exemption of one hundred thousand dollars 
under that act the exemption in the case of the addi 
tional tax is only forty thousand dollars. ‘This re- 
sults in the taxation of certain estates under the 1932 
Act as amended, which are not reached under the Act 
of 1926. Moreover, the provision of the 1926 Act 
allowing a credit against the tax, up to eighty per cent 
thereof, for death taxes paid to any state or territory, 
does not apply in respect of the additional tax. 

In computing the federal tax, it is first necessary to 
determine the amount of the decedent’s gross estate. 
The following property or interest therein is included: 


(a) Decedent’s interest—To the extent of the interest 
therein, of the decedent at the time of his death, except real 
property situated outside of the United States. 

(b) Dower or curtesy interests. 

(c) Transfers in contemplation of, or taking effect at death. 

(d) Revocable transfers. 

(1) Transfers after June 22, 1936. 
(2) Transfers on or prior to June 22, 1936. 
(3) Date of existence of power. 


(4) Relinquishment of power in contemplation of death. 
(e) Joint interests. 


(f) Property passing under general power of appointment. 

(gz) Proceeds of life insurance. 

(h) Prior interests. 

(i) Transfers for insufficient consideration. 

The above enumerated property is included in the 
gross estate at its value at the date of the decedent’s 
death subject to the right of the fiduciary to elect 
under the optional valuation provision. The regula- 
tions of the Commissioner of Internal Revenue give 
as a general rule in regard to valuations that the 
value thereof is the fair market value, i. e., the price 
at which the property would change hands between 
a willing buyer and a willing seller, neither being un- 
der compulsion to buy or to sell and both having 
knowledge of the facts. 
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After the value of the “gross” estate has been de- 
termined, certain deductions are allowed in arriving 
at the “net” estate subject to tax. 


The tax is imposed upon the transfer of the net 
estate. 


Optional Valuation Provisions of Present Law 


The Revenue Act of 1935 provides for an optional 
valuation of the gross estate in cases where the de- 
cedent died after August 30, 1935, in the event that 
the executor elects upon his return Form 706 to avail 
the estate of the optional valuation. 

In 1932 an effort was made to obtain an amendment 
to the Federal Estate Tax Act, allowing the election 
of the executor in the case of the estate of a decedent 
who dies on or after September 1, 1928, and prior to 
January 1, 1932, to value the gross estate based upon 
values as of the date eighteen months after decedent’s 
death, etc. There was violent opposition to the act 
as proposed, principally because the estate of Ogden 
Mills’ father would have benefited, Mr. Mills at that 
time being Under Secretary of the Treasury. 

Under the Statute and Regulations,?® the executor 
may value any property included in the estate as of 
one year after the date of the decedent’s death, sub- 
ject to the qualifications contained in the law and 
regulations. If the executor exercises this option in 
the valuation of an annuity, life, remainder, or rever- 
sionary interest, he should make any adjustment for 
a difference in value between the date of death and 
the optional date due to any cause other than lapse 
of time. No adjustment is permitted for the lapse 
of time. For example: Decedent A had a remainder 
interest in property valued at fifty thousand dollars 
on the date of his death, subject to a life estate of B 
who was then forty years old. If the executor exer- 
cised his option to value the estate as of a year after 
the date of death, and the fair market value of the 
property had declined to forty thousand dollars, the 
remainder interest would be based upon forty thou- 
sand dollars but would still be subject to the life estate 
of a person forty years old, not forty-one years old. 


In computing the value of an interest in property 
measured by a life, the controlling factor is the life 
expectancy of the individual as indicated by the mor- 
tality tables, not the length of time he actually lives. 
Thus, where a decedent received a life estate under 
a will, the value of the life estate was determined by 
his theoretical life from mortality tables, even though 
he survived the person from whom he received the 
interest by only about eighteen months. Similarly, 


*° Sec. 811 (j) of the Internal Revenue Code and Article 11 of 
Regulations 80. 
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where a gift to charity was made subject to a life 
estate, the amount of the gift was determined from 
the mortality tables, although the beneficiary of the 
life estate had already died by the time the estate tax 
return was filed. The same rule has also been ap- 
plied to determine the value of a reversionary interest 
of a grantor under the terms of a trust. 


The use of the later valuation date is in no case 
mandatory, but is entirely optional with the executor. 
However, the option is extended only to those cases 
where the decedent died after August 30, 1935. If 
the option is exercised in filing the return, it must be 
used in connection with all the property in the estate, 
not merely in connection with some of the assets, and 
once exercised, an amendment may not be made re- 
scinding the option. 


Two qualifications in the use of the option are 
worthy of particular note: 


1. The later date must apply to all the assets, except those 
distributed or sold in the meantime. 

2. The option, once exercised, cannot be rescinded after 
the statutory period for filing the return. It is, therefore, 
obviously important that wisdom of the choice be ascertained 
before the return is filed. This is best accomplished by com- 
puting a completely itemized valuation both with and without 


the option and selecting the method resulting in the smaller 
estate. 


The inventory of the property included in the estate 
must be made as of the date of the decedent’s death 
regardless of the valuation date adopted. If the 
option is exercised, the values are computed in ac- 
cordance with the following principles: 

1. All property included in the gross estate as of the date 
of decedent’s death which still remains in the estate one year 


after the date of death is valued as of such date. 


2. All property distributed, sold, exchanged, or disposed 


of in any other way between the date of death and one year 
thereafter is valued as of the date of distribution, sale, ex- 
change, or other disposition. 


3. All property, interests, or estates which are affected 
by mere lapse of time are valued as of the date of death. An 
adjustment, however, is permitted for any difference in value 
between the date of death and the date one year after death 
or the date of a prior disposition, which is not due to mere 
lapse of time. In effect, this calls for the valuation of such 
property, interests, or estates to be made in the same manner 
as in cases 1 and 2, except that the difference in value due to 
mere lapse of time must be disregarded. 


If property has been distributed, sold, exchanged, or 
otherwise disposed of within the year following the 
date of decedent’s death, the valuation date is that 
upon which the property was severed from the estate. 
For example: if a distribution was made to an heir 
or legatee who in turn sold the property, the date of 
the distribution is the prevailing date, not the date 
of sale. If a piece of property was exchanged for 
other property, which was in turn sold by the estate, 
the date of the exchange prevails, not the date of 
the sale. [Concluded in next issue. ] 




















































































































































































































N JUNE thirtieth last the Bureau of Internal 
Revenue completed the first fiscal year during 
all of which the so-called ‘decentralization 

plan” was in full operation. Though the Bureau’s 

experience with the plan is as yet too meagre to war- 
rant claims of unqualified success, the statistics at the 
end of the first year are decidedly encouraging. 

The most significant figures bear upon the work 
accomplished by the local offices under the plan. For 
the first time in some years there was in the year end- 
ing June 30, 1940, a marked drop in the backlog of 
protested ? cases awaiting disposition by the Bureau. 
At the end of fiscal 1936 the number on hand was 
about forty-seven thousand. It was about forty-six 
thousand at the end of each of the years 1937 and 
1938, and dropped to about forty-four thousand at the 
end of 1939. Then come a sharp drop to about thirty- 
two thousand at the end of 1940. Other figures show 
a disposition in fiscal 1940 of twenty-seven per cent 
more protested cases (total tax years involved) in- 
volving thirty-six per cent more money than accumu- 
lated during the year.2, This achievement is the more 
significant because a considerable percentage of the 
cases disposed of were the “tough nuts” that had been 
lying around the Bureau for years and were passed 
back to the field when the decentralization plan was 
inaugurated. Furthermore this work was accomplished 
with no significant increase in Bureau personnel. It 
is true, however, that much of the credit for this 
accomplishment belongs to the offices of agents in 
charge, and that for a time a considerable number of 
examining agents were temporarily assigned to con- 
ference work; but the number of such special assign- 
ments has steadily decreased more recently. Though 
no conclusive figures are available on the point, 
statistics as to number and amount of deficiencies 
assessed by agreement in agents’ offices, and returns 
awaiting examination at the end of the year do not 





* Attorney with the Tax Division of the Department of Justice, 
whose research formed the basis for the Monograph of the Attorney 
General’s Committee on Administrative Procedure entitled Admin- 
istration of Internal Revenue Laws. The views expressed herein are 
those of the writer individually. They have no official sanction. 

1T.e, cases in which taxpayers receive 30-day letters proposing 
corrections in returned tax, and file protests against the corrections. 

2 This result was due in some measure to a drop in the number of 
protests filed, indicating an increased number of dispositions in the 
pre-thirty-day-letter stage. 
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indicate that the agents’ 
audit work suffered ma- 
terially as a result of such 
assignments. Figures for 
fiscal 1940 are in line with 
those for the past several 
years.* 

The increased cost of the 
operation of the Bureau 
since decentralization has 
been calculated at about 
two hundred and twenty- 
five thousand dollars, being 
about three hundred thou- 
sand dollars increased rent 
less about seventy-five thou- 
sand dollars saving in trav- 
elling expenses. But in 
view of the considerable in- 
crease in work accomplished, 
this would seem to be 
money well spent. It has been estimated that Stati 
conferees have been turning out appreciably more 
work per man than before decentralization. The in- 
crease is due partly, no doubt, to the saving in 
travelling time. 


Arthur A. Armstrong 


The significant reduction in the backlog of pro- 
tested cases accomplished in the first year of the plan 
should be of considerable interest to Mr. Traynor and 
Mr. Surrey. The burden of the Traynor complaint 
against Bureau and Board procedure was the time 


consumed in settling tax disputes. The Bureau’s 





3 Cases producing additional taxes closed by the Income Tax Unit 


Year Number Amount 

1934 pesstoveed ss.ss SORaR2 122,564,290 
1935 arenes . 137,041 108,743,859 
1936. Hees ‘ as 213,829 161,809,647 
1937 kei a as 217,539 195,554,043 
1938 een eae . 199,210 169,613,415 
i, ee 188,163,601 
SR ose ariona oS 209,566 208,493,757 


Returns awaiting or in process of examination at end of year, 
1937—56,000; 1938—180,000; 1939—71,000; 1940—90,000 (but 17,000 
returns filed after Jan. 1, 1940 were examined in fiscal 1940, a new 
procedure, offsetting the increase over 1939). 


*Cf. R. J. Traynor, ‘‘Administrative and Judicial Procedure for 
Federal Income, Estate, and Gift Taxes—A Criticism and a Pro- 
posal’’ (1938) 38 Col. L, Rev. 1393; S. S. Surrey, ‘‘Some Suggested 
Topics for Study in the Field of Tax Administration’’ (1940) 25 
Wash. U. L. Q. 399; Surrey and Traynor, ‘‘New Roads Toward the 
Settlement of Federal Income, Estate, and Gift Tax Controversies’’ 
(1940) 7 Law & Contemp. Prob. 336. 
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ability to dispose of these disputes faster than they 
arise surely will markedly decrease that time, not only 
because the sojourn of cases in the Bureau itself will 
be shortened, but also because an increase in Bureau 
efficiency is bound to be of aid to the Board in dis- 
posing of docketed cases promptly. Mr. Traynor 
thought that the high percentage of settlements to 
total cases disposed of after docketing (when Mr. 
Traynor wrote his first article about two-thirds of all 
docketed cases were being settled) indicated an un- 
healthy condition. Dispersion of a deciding authority 
to the field, plus assignment to that authority of 
jurisdiction over undocketed as well as docketed cases, 
should have had the effect of decreasing the number 
of cases docketed, and increasing the ratio of trials 
to settlements in the docketed stage. In other words, 
the tendency should have been to settle more cases 
before petitions were filed. The figures indicate just 
such a trend. New petitions filed with the Board 
dropped from about forty-nine hundred in each of the 
fiscal years 1938 and 1939, to forty-two hundred and 
forty in fiscal 1940. This last figure requires some 
weighting on account of a rush of petitions in the 
first three months of 1941 resulting from a year-end 
flood of statutory notices issued by the staff offices to 
keep abreast of their current work. It is estimated, 
however, that there will be no appreciable numerical 
increase in petitions filed as a result of disposition of 
protested cases in 1940 over the number of petitions 
resulting from such disposition in each of the two 
preceding years. Yet substantially more protested 
cases were disposed of in 1940. Thus 1940 does show 
a marked drop in the percentage of protested cases 
finally reaching the Board. Also, whereas there was 
a variation of only two in the number of cases tried 
by the Board in the fiscal years 1939 and 1940, the 
number of docketed cases settled by stipulation 
dropped from forty-one hundred and fifty-eight in 
1939 to thirty-three hundred and eighty-three in 1940. 


The conclusion which the Treasury and the Bureau 
would be warranted in drawing from the foregoing 
figures is that so far, at least, the decentralization 
plan is living up to expectations. 


Success of the Plan—Taxpayer’s Viewpoint 


From the taxpayer’s viewpoint the success of the 
decentralization plan is more difficult to measure. In 
theory, at least, the plan is designed primarily for the 
taxpayer’s benefit. Ten territorial divisions have been 
marked out each with several local offices ; the division 
offices are under the jurisdiction of the Technical 
staff. The staff representative (“head’’) in charge of 


> Cf. Monograph No, 22 entitled Administration of Internal Rev- 
enue Laws (prepared for the Attorney General’s Committee on 
Administrative Procedure) pp. 158 et seq. 


each division is supposed to regularly visit all of the 
offices in his division. Each of the ten division heads, 
for most purposes, carries the authority of the Com- 
missioner himself. In the rare instance that the di- 
vision head does not feel qualified to solve a problem 
committed to him he may refer it to Washington, but 
it is planned that his Washington superior will jour- 
ney to the local office and confer with the taxpayer 
before making a decision adverse to the taxpayer. 
Thus the system is designed to bring to the taxpayer’s 
own door a high calibre official vested with authority 
to make final disposition. Furthermore, if the plan 
does increase Bureau efficiency in disposing of tax 
controversies, taxpayers should benefit through a 
reduction in trouble and expense to them. 


The advantages or disadvantages of the plan to tax 
counsel can be presumed to have some effect upon 
the best interests of taxpayers. It has been argued, 
for instance that the complexity of tax law and the 
difficulties of its application make necessary a highly 
specialized tax bar, if taxpayers are to be adequately 
represented. The argument continues that such a 
bar can develop and operate most efficiently and eco- 
nomically for taxpayers at a central focal point, like 


Washington, through which the bulk of the work 
funnels. 


However, an attorney who customarily operates at 
a distance from his client, and the records and wit- 
nesses upon which his cases turn, is at a disadvantage. 
The need for direct and ready access to client and 
records probably arises more frequently than the need 
for personal contact with the Bureau. Hence even 
prior to decentralization the largest cities were fur- 
nished with a numerous and competent tax bar 
handling a large volume of business. It is in cities 
of that class that the field offices of the Technical 
Staff have in the main been located. Thus, while the 
plan temporarily may result in some dislocation in 
Washington of tax counsel, there is no valid reason to 
suppose that the calibre of the tax bar as a whole will 
be any lower under the plan than it was in pre- 
decentralization days. 


Attitude of Tax Counsel toward the Plan 


But tax counsel are far from warm to the plan. The 
writer’s observation at the September meeting of the 
tax section of the American Bar Association was that 
coolness toward the plan tended to vary inversely with 
the distance of counsel from Washington—a wholly 
natural manifestation. In the old days counsel in the 
central eastern section of the country by regular visits 
to Washington were able to keep their fingers on the 
Bureau’s pulse—an impracticable method of operation 
for counsel located, say, west of the Mississippi. The 


























































































































































































































































































































92 TAX ES—The Tax Magazine 






latter are heartened to now find some of the Bureau’s 
arteries (albeit the smaller ones) pulsing in their own 
territory. But the former seem inclined to regard the 
disadvantages of the plan as weightier than its advan- 
tages, where their own practices are concerned. 

Even eastern counsel have by no means condemned 
the plan in its general application. Most concede it 
to be a good thing for the average taxpayer. The 
“1040A taxpayer,” who formerly had no very effective 
method of appeal within the Bureau from a Collector’s 
deficiency determination, now can secure a hearing 
in the Technical Staff in his own locality (though the 
right is seldom availed of).° This is an important 
right for the small individual taxpayer, whose case 
almost surely does not involve enough money to war- 
rant an appeal to the Board or courts. Of returns 
audited in the offices of agents in charge and revealing 
error, about ninety per cent require adjustments of 
less than one thousand dollars. A case of that size 
scarcely warrants the retention of Washington counsel, 
or even one trip to Washington by local counsel. 
Hence it is about the comparatively small number of 
the largest and most complex cases that tax counsel 
are concerned, and most of the specific objections to the 
decentralization program relate to cases of that type. 


Evolution of the Plan and Organization of the 
Bureau to Carry It Out 


The Bureau was not planned with decentralization 
in mind. An existing structure was adapted to the 
needs of the plan. The story of the evolution of de- 
centralization is familiar to all. Beyond the handling 
of 1040A returns in Collectors’ offices, the Income Tax 
Unit has for some time audited returns in its local 
offices (each under an agent in charge). Some con- 
ferences were held, and some agreements were 
reached locally subject to Washington approval, but 
formal thirty day letters were sent from Washington, 
and final dispositive action was taken there; a case 
not settled locally could always be taken up with 
Washington directly either in conference or by cor- 
respondence. The Technical Staff was formed outside 
the Income Tax Unit to settle or aid in settling cases 
after the statutory deficiency notice had been sent 
by the Income Tax Unit. The Staff operated ex- 
clusively in Washington, except that when an attorney 
from the Chief Counsel’s office travelled out of Wash- 
ington to handle a local docket of Board cases a staff 
man usually went with him and assisted in settling 
many cases just before trial. 

6 The appeal lies from the collector to the agent in charge and 
from the latter to the Staff division office. Such attenuated con- 
sideration seems unnecessary. Appeal from collector directly to staff 
office should be more practical. See Final Report of the Attorney 


General's Committee on Administrative Procedure, pp. 334-336; Mon- 
ograph referred to in footnote 5, supra, pp. 35-37. 
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The recent comprehensive decentralization plan 
utilized the local offices of the Income Tax Unit, giv- 
ing them a somewhat extended function; it utilized 
the Technical Staff by establishing local offices for it, 
staffing them with attorneys, and delegating to them 
much of the power possessed by the Commissioner and 
the Chief Counsel to finally settle both docketed and 


undocketed cases and to defend cases locally heard by 
the Board. 


The Tax Section of the American Bar Association 
has gone on record as favoring a restoration of the 
Staff to its “original basis” and as believing that its 
“excess personnel and present functions” should be 
“integrated into the Income Tax Unit so as to permit 
a vertical progress of tax cases within and through 
the Bureau.” * Though the proposal is not detailed, 
the idea seems to be that undocketed cases should be 
entrusted exclusively to agents in charge who would 
exercise powers similar to those now possessed by 
Staff division heads; the Staff offices would confine 
themselves to docketed cases. For convenience this 
plan will be referred to as the Tax Section Proposal. 


The Tax Section Proposal brings strongly to mind 
the so-called Cleveland Plan, tried by the Bureau prior 
to inaugurating the present decentralization plan. 
The Cleveland Plan operated for about three years in 
the office of the agent in charge in Cleveland, and for 
about a year in the agents’ offices in Dallas, San Fran 
cisco and Upper New York City. Under it, the agent 
in charge was supplied with resident counsel, and 
given powers to settle and otherwise dispose of both 
undocketed and docketed cases comparable to those 
now possessed by Staff division heads (in the respect 
that agents’ offices handled docketed cases, the Cleve 
land Plan, of course, differed from the Tax Section 
Proposal). The agents granted powers fell short of 
those now possessed by division heads, in that cases 
involving overassessments, fraud or the negligence 
penalty were all referred to Washington (whereas 
the Staff offices handle over-assessments of less than 
twenty thousand dollars on their own responsibility, 
and may, with the concurrence of the special agent in 
charge, settle negligence cases and fraud cases in- 
volving no criminal prosecution). Furthermore, 
though the agent was permitted to exercise his own 
discretion, it was suggested that he refer to Wash- 
ington broad questions of legal interpretation, and 
certain other cases of special types. As the plan 
actually worked, the larger and more difficult cases 
generally were referred (either before or after con- 
ference in the agent’s office) to Washington for final 
disposition. In fact, in cases passing through the 





7 From a resolution adopted at a meeting of the Section. September 
10, 1940, in Philadelphia, authorizing the Committee on Federal 
Income Taxes to confer with the appropriate officials of the Treasury 
and suggest improvements in organization and procedure. 
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Cleveland office during this period about a third of all 
changes in returned tax were finally fixed in the 
\Vashington office. 


Though an agent operating under the Cleveland 
Plan was advised that any determinations or settle- 
ments he made would not be upset on Washington 
post-audit, a few were. Thus his dispositions were 
accorded somewhat less finality than those of Staff 
division heads now (whose determinations are upset 
only for fraud or error in calculation) and somewhat 
more finality than that now accorded determinations 
of agents in charge (which are post-audited in Wash- 
ington and may be upset for any reason, though the 
upset-power is exercised with moderation). 


The reaction of the tax bar to the Cleveland Plan, 
as noted by the Bureau, was not unfavorable. No 
doubt this was because it did not greatly change the 
method of handling the majority of counsels’ cases— 
those larger and more complicated ones which con- 
tinued to be referred to Washington as before. But 
opinion seems to have been fairly uniform in both the 
Treasury and the Bureau that the plan finally adopted 
was preferable to the Cleveland Plan for use through- 
out the country. There are said to have been two 
principal reasons for this view. First, it was felt that 
taxpayers were entitled to a review by a Bureau 
division entirely independent of the one making the 
audit determination. Second, administrative prob- 
lems seemed more easily soluble under the plan 
adopted than under the Cleveland Plan. It was 
thought that to repose the Commissioner’s authority 
in thirty-eight local agents would involve too wide 
a dispersion and create serious obstacles to necessary 
co-ordination and control. The agents in charge 
chosen for the Cleveland Plan experiment were picked 
men; there was some question whether all of the other 
agents in charge could assume the same burden with 
equal facility. Thus the alternatives were either a 
large-scale reorganization of the Income Tax Unit 
field staff into about ten operating divisions, each with 
several local offices, or the super-imposition of a new 
field organization to carry the Commissioner’s author- 
ity abroad. The Technical Staff was almost tailor- 
made for the latter plan, since it was composed of 
some of the ablest negotiators and tax experts in the 
Bureau, and had behind it as a unit a record of con- 
siderable success in settling the more difficult and 
complicated disputes. To it was added a skilled body 
of conferees which had been operating in the Wash- 
ington office of the Income Tax Unit. To have taken 
these same staff men and Washington conferees and 
scattered them among agent’s offices would have over- 
diluted their effectiveness. To have placed them over 
the heads of agents in charge would have caused 
friction. 
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It is beyond the scope of an article of this type to 
attempt to discuss on the merits personnel problems 
of the kind that faced the Bureau when decentraliza- 
tion was set up, and which might face any further 
changes that would seem to promote efficiency and 
good management. All that can be said is that if 
personnel problems can be overcome, certain changes 
in structure and procedure would seem to be theoret- 
ically desirable. 

The writer can not agree with the Tax Section Pro- 
posal in one important respect. The writer feels that 
the Bureau takes the sound position when it insists 
that the docketing of a case with the Board of Tax 
Appeals should not entitle it to a fresh consideration 
by a special division of the Bureau which devotes its 
time to the settlement of docketed cases alone. Such 
a scheme of organization is bound to foster the prac- 
tice of appealing cases to the Board simply to secure 
a hearing before another set of Bureau officials who 
may be more favorably inclined than those who have 
already considered it. The result is vicious because it 
tends to prolong unnecessarily the process of Bureau 
treatment of a controversy, and because it burdens 
the Board’s docket with cases which never ought to 
be there. Necessarily some cases resist settlement 
until litigation pends, but every effort should be made 
to reduce this number to a minimum—to impress 
upon taxpayers that the Bureau gives its fullest and 
fairest consideration to a case before the statutory 
notice goes out, thus discouraging petitions unless 
litigation is the true object. 

While recommending that the Technical Staff be 
restored to its former position as a division to settle 
only docketed cases, the Tax Section also recom- 
mended that the Bureau exhaust its investigation into 
a case before sending the ninety-day-letter. That 
document, the Tax Section thinks, ought to represent 
the final attitude of the Bureau. This recommenda- 
tion probably finds its root in discontent at the fre- 
quency with which new issues are raised by the Com- 
missioner’s amended answers. But for consistency’s 
sake, the Tax Section’s recommendation must also be 
that whenever feasible the Bureau should exhaust the 
possibilities of settlement before sending the ninety- 
day letter. The writer doubts that the Bureau could 
do this effectively with two divisions independently 
handling settlements, one in the docketed stage, the 
other in the undocketed. 


Decentralized Organization Plan Proposed in Mono- 
graph of Attorney General’s Committee 


However, the writer agrees with that part of the 
Tax Section Proposal which advocates a better inte- 
grated Bureau structure, and a more orderly proce- 
dure of cases. A suggestion to this end was made in 
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the monograph numbered 22 and entitled “Adminis- 
tration of Internal Revenue Laws” prepared for the 
Attorney General’s Committee on Administrative 
Procedure.* It envisaged rearrangement of field work 
under an audit section and a conference section. The 
former would make examinations and prepare reports 
and its agents, squad chiefs and reviewers would 
attempt to reach agreements with taxpayers either in 
the course of examination, or in informal conference 
at the audit office. This part of the proposal involves 
change from existing pre-thirty-day-letter-procedure 
only in that there would be an increased effort to 
settle disputes by agreement, and to this end informal 
conferences between taxpayers and reviewers or squad 
chiefs (with examining agents in attendance) would 
be held more frequently. At the mailing of the thirty 
day letter the audit section would lose jurisdiction to 
negotiate with the taxpayer. From that point such 
negotiation, together with the defense of any case 
reaching the Board of Tax Appeals, would be handled 
by the conference section and its attendant local counsel. 

The monograph expressly refrained from specifying 
how the present Bureau subdivisions ought to be 
reorganized to fit into this picture. There are, of 
course, two possibilities. Both audit and conference 
sections might be centered under an Income Estate 
and Gift Tax Unit (no sound reason is discernible for 
continuing in the Miscellaneous Tax Unit any juris- 
diction over estate and gift taxes). Or, the Income 
Estate and Gift Tax Unit might be given the audit 
section, and the Technical Staff might be converted 
into the conference section, independently responsible 
to the Commissioner. 

It is not apparent that either plan holds any con- 
siderable advantage over the other. Either way, the 
conference section doubtless would be composed of 
the conferees now assigned to the Technical Staff 
and some or all of those now acting in offices of 
Agents in Charge. Either way it ought to prove 
sound policy to preserve the basic division organiza- 
tion of the present Staff. Consequently the principle 
difference between the suggested alternatives lies 
only in that under one the conference section would 
be independently responsible to the Commissioner, 
while under the other it would be directly controlled 
by the same deputy commissioner who headed the audit 
staff. In either alternative the Bureau probably would 
like to have the conference section separately con- 
trolled from Washington, in preference to having in 
each territorial division a single executive responsible 
for both audit and conference work. There is opinion 
in the Bureau that a right of appeal should be to a 
subdivision as nearly as possible independent from 





8 Pp. 95-97. The Monograph is the work of the Committee's 
staff. The suggestions it contains are those of the staff and not of 
the Committee itself. 
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the subdivision making the audit and proposing the 
correction; also there is Bureau opinion that a ver- 
tically specialized organization operates more efficiently 
than a many-tiered hierarchy. Carrying these argu- 
ments to their logical conclusion, the conference sec- 
tion should be directly responsible to the Commissioner. 

But in any case audit and conference offices ought 
to have the same physical location and a tradition of 
working cooperation calculated to reduce to a mini- 
mum any lost motion upon and following the transfer 
of a case from one to the other. As the monograph 
indicates, the number of conference divisions doubt- 
less would be smaller than the number of local offices, 
but each audit office should have its companion con- 
ference office regularly reached by a circuit riding 
conference division head. The result would be as 
though the present Staff divisions located their offices 
with those of agents in charge and took over the lat- 
ters’ formal conference work. 

The proposed merger of conference groups would 
reduce the number of successive formal conference 
considerations from two to one, and would thus elim- 
inate one of the taxpayer’s bites at the cherry. But 
it is submitted that both Bureau and taxpayer would 
benefit. There is at present no functional distinction 
between the revenue agent’s conference group and the 
Staff division conference group. The latter is not a 
truly appellate body. Even in the undocketed stage, 
the taxpayer may skip the agent’s conference and go 
directly to conference in the Staff. And if he does 
first confer in the agent’s office and settle some ques- 
tions there, the Staff conference is not confined to the 
remaining disputes. The entire case is re-examined. 
Staff conferees and agents’ conferees looked at in the 
broad are so nearly of the same calibre and give con- 
troversies so nearly the same kind of treatment, that 
in some locations one office and some locations the 
other achieves a reputation for having the edge in 
ability of its negotiators. Asa result, sometimes one, 
and sometimes the other office tends to attract the 
business, the taxpayers themselves coming to realize 
that to go to both offices is waste motion. 

By eliminating unnecessary double consideration, 
or at least the maintenance of parallel conference 
groups prepared to give such consideration, and by 
thus concentrating conference personnel, the mono- 
graph plan would facilitate initial classification and 
assignment of cases according to difficulty—the most 
complex cases going to the ablest conferees. Surely such 
a plan would increase the efficiency of the local offices. 


The Function of Attorneys in Local Offices 


The monograph plan envisages that each conference 
office would be supplied with at least one attorney, 
the attorneys in each conference division to be under 
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a division counsel, who, as now, would carry the 
authority of the Chief Counsel. Conferees necessarily 
are tax law experts, the majority being members of 
the bar. In view of this fact is there any need for 
local offices’ attorneys to participate in conference 
work or should they confine their duties to the defense 
of docketed cases? 


Ferreting out the facts in a tax investigation is 
primarily an accounting job. Presumably accountants 
are capable of applying the law to the facts before 
them once the law has been interpreted for them by 
a legal staff. Thus an applicant for the job of revenue 
agent is required to have a training in accountancy, 
but not in law. One function of the legal staff, then 
is to interpret the law for the rest of the Bureau. 
Another is, of course, to defend cases before the Board 
of Tax Appeals; even though accountants may be 
admitted to practice before the Board they are at a 
disadvantage there. The procedure before the Board 
and the rules of evidence applied there make the 
Board a court, for all practical purposes. 

It is simple enough to state the functions of the 
Chief Counsel’s Staff to be the interpretation of the 
law and the defense of Board cases, but the rule is 
hard to apply. It is not easy to tell where interpreta- 
tion of the law ends and application of it begins. Fur- 
thermore, if an attorney is to defend a docketed case, 
he should have at least some say as to whether such 
a case ought to be settled and upon what basis. Hav- 
ing taken this step, it is logical to conclude that he 
should be consulted about the settlement of a case 
that is not docketed but threatens to be, or even one 
that threatens to go to court, instead of the Board. 
For by reason of his litigating specialty he presum- 
ably is better able than an agent or conferee to eval- 
uate the trial possibilities. Certainly he ought to pass 
upon the notice of deficiency, since that is in sub- 
stance the first pleading, if the Board’s jurisdiction 
is to be invoked. 

The presence of attorneys at every conference office 
(and hence, under the monograph plan, at the location 
of every audit office) would permit the submission of 
all deficiency notices to them for approval. Under 
present practice grounds of deficiency asserted in 
ninety-day letters authorized by Staff offices are ap- 
proved by attorneys, but those sent out in cases which 
have not been to the Staff are not so approved. 

The monograph plan proposes the participation of 
counsel in conference work. It suggests a conference 
team to consist of a conferee and an attorney. Any 
tax controversy probably deserves the attention of an 
attorney if it cannot be settled without the dispatch 
of a thirty day letter. If the Chief Counsel’s personnel 
could not be expanded to permit the conducting of all 
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conferences by conference teams, then at least such 
teams should handle all settlement negotiations in 
docketed and the larger and more complex undocketed 
cases. In addition, in any undocketed case being 
handled by a conferee alone, an attorney ought to be 
invited to participate before termination of the con- 
ferences, if it appeared that settlement was not likely 
to be reached. 

Under present practice, agents’ conferees are not 
served by resident attorneys, and staff conferees usu- 
ally conduct settlement conferences without them, 
even in docketed cases. In the Staff, if a settlement is 
proposed to an attorney in a docketed case, it is re- 
ferred back to the conferee. The Staff division head 
is vested with final authority to dispose of all except 
docketed cases, whether counsel agrees with him or 
not; he must try to obtain the “concurrence” of coun- 
sel before deciding to dispatch a deficiency notice and 
such concurrence is required before he may settle a 
docketed case. Counsel tend to approve a deficiency 
notice if there is any possible basis for defense, though 
it may be against their better judgment. And whereas 
counsel hesitate to upset docketed case settlements 
reached by the conferees, they occasionally do, a 
result that is most irritating to the taxpayer who 
supposes that his case has been closed. Participation 
by counsel in the settlement negotiations would tend 
to reconcile his views with those of the conferee while 
the decision was still in the formative stage; as a 
result, the right decision should be reached more often, 
and intra-office reversals of determinations accepted 
by taxpayers would be reduced. 

The foregoing suggestions for increased participa- 
tion of counsel in conference work might be adopted 
with advantage in the Staff divisions as now or- 
ganized, though of course, additional legal personnel 
would be required in the larger offices. At the present 
time it is common in some smaller offices for counsel 
to participate in conferences even in undocketed cases. 
But agents’ conferees deserve counsel too. Rather 
than send attorneys to agents’ offices, which are not 
now supplied with them, it would seem wiser to 
adopt a more drastic re-arrangement like the mono- 
graph plan. 


Specific Objections to Methods of Operation 


under Present Plan 


Perhaps the commonest objection to the decentrali- 
zation plan as it presently operates is the denial of 
Washington hearings in cases where tax counsel feel 
that they are fairly entitled to such hearings. The 
Tax Section of the American Bar Association at its 
September meeting approved recommendations for a 
revision of procedure to assure that in every case the 
taxpayer would receive a hearing “before every offi- 
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cial making a determination of the case (except, of 
course, for the ordinary internal review)” and, spe- 
cifically that the taxpayer would receive a Washington 
hearing when his case was referred to Washington.® 

This recommendation evidently was aimed at the 
following practices: 

(1) With comparative frequency offices of agents in charge 
refer interpretative questions to Washington of their own mo- 
tion, because they feel the questions to be of such doubt, 
difficulty or importance that Washington can better answer 
them. It is not the practice to advise taxpayers when such 
references are made, or give them an opportunity to present 


their views to Washington either by written communication 
or in conference. 


(2) On rare occasion either the head or counsel of a Staff 
division office refers an interpretative question to Washington 
for answer, using the same “invisible” procedure. 

(3) Engineering reports locally prepared are reviewed and 
may be upset in Washington without an opportunity for hear- 
ing before the deciding engineer. 


(4) Many questions involving corporate reorganizations and 
distributions and valuation of corporate securities are decided 
in Washington, but the taxpaver has no opportunity to confer 
or present his views there. 


(5) Settlements made in agents’ offices may be upset upon 
Washington post-audit without opportunity to the taxpayer 
to present his case to the reviewing authority. 

The Bureau answers that despite intermediate ref- 
erence to Washington the local Staff division officials 
have the final discretion, and hence that the taxpayer 
does get a hearing before the deciding authority. But 
it is seldom that the Staff seriously considers revising 
these Washington determinations. Interpretative 
rulings made or approved by the Chief Counsel’s 
office in Washington and passed back to the agent in 
charge or Staff division are almost invulnerable; engi- 
neering and valuation determinations are seldom 
touched; ordinary Income Tax Unit rulings, though 
less holy, carry enough weight that the problem in- 
volved can scarcely be said to subsequently receive 
the same unbiased consideration as though Wash- 
ington had not spoken; post-review corrections by 
the Income Tax Unit, involving, as they do in most 
cases, taxes already collected as agreed between agent 
and taxpayer, leave the taxpayer at a bargaining dis- 
advantage in the Staff division. The Bureau also 
answers that the taxpayer always has his right of 
appeal to the Board and courts, and hence cannot 
complain. But if the Bureau’s policy is, as averred, 
to eliminate unnecessary litigation, then it should 
make every effort to fully know and understand the 
taxpayer’s position and to impart to the taxpayer its 
own views and the reasons therefor. The Bureau 
also answers that when a Staff division office refers 
a question to Washington, an effort is made to send 
a responsible Washington official to the field to confer 
with the taxpayer before making a decision against 





®See, to the same effect, Final Report of the Attorney General’s 
Committee on Administrative Procedure, p. 341; Monograph cited, 
footnote 5, supra, pp. 86 et seq. 


February, 1941 


him. If this practice were regularly followed it might 
to some extent make up for the lack of Washington 
hearings. But it does not appear to be invariable 
even in Staff offices, which make comparatively few 
of the references to Washington. There is another 
difficulty, too. If the conference with the deciding 
official occurs only after a tentative decision against 
the taxpayer has been made, the taxpayer is probably 
not getting an unbiased hearing. His case has been 
pre-judged, to a greater or lesser extent. 


The Tax Section did not confine its criticism of the 
decentralization procedure to cases and questions 
which the field offices voluntarily or under Bureau 
practice refer to Washington for dispositive action, 
without according hearings in Washington. It also 
recommended that “a procedure be adopted to permit 
certain classes of cases, now handled in the field, to 
be referred to and determined in” Washington, with 


an opportunity for hearing there. The recommenda- 
tion continues, 


“The procedure should be applicable to (a) cases involv- 
ing novel questions, for example, cases requiring the inter- 
pretation of a new statute, or the controlling principles of 
which are not to be found in existing rules, (b) cases involving 
extraordinary amounts of money, (c) cases requiring decisions 
in a number of divisions on the same facts, and (d) cases too 
complicated to be handled efficiently by a fie'd staff office.” 
Undoubtedly this amounts to a recommendation that 
taxpayers be given the right to have cases of the 
described classes transferred to Washington upon 
request. There is at present a prescribed procedure 
for the transfer of cases to Washington; the Com- 
missioner may order it in undocketed cases, and the 
Commissioner and Chief Counsel together may order 
it in docketed cases. But the practice is to summarily 
deny requests for transfer, and not to advertise the 
procedure. On very rare occasion a very unusual case 
is transferred. 


The Bureau may not be liberal enough in its atti- 
tude toward Washington hearings, but surely a sound 
decentralization policy could not follow the last men- 
tioned recommendation of the Tax Section. To do so 
would be to give the taxpayer an option, in a case 
of any importance, to have the case handled either in 
Washington or the field. This would require a bur- 
densome duplication of personnel in the Washington 
office. It would tend to nullify the decentralization 
program altogether, for if the right to avoid the field 
office were freely granted, the right of appeal from 
the field office would almost inevitably follow. The 
Bureau would soon be back to pre-decentralization 
practice. 

The needs of the ten field divisions are not uniform. 
Certain ones have specialized problems, such as min- 
ing and oil, which others do not have. Some receive 
large and complex cases which others do not receive. 
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It is not necessary to maintain a complete corps of 
experts of all kinds in all divisions. Unusual size and 
complexity, or the need for special technical attention, 
should not create a need for Washington treatment. 
There ought to be enough experts to staff the divi- 
sions regularly meeting such problems. If, on infre- 
quent occasion, one arose in a division not properly 
equipped, the case could be transferred, not to Wash- 
ington, but to a division that could handle the prob- 
lem; incidentally that division in all probability 
would be nearer than Washington to the taxpayer. 
As an alternative, experts might occasionally be 
loaned from one division to another. 

Several of the types of problems that arise to plague 
decentralization perhaps deserve detailed discussion. 


Questions of Interpretation 


As has been pointed out, interpretative questions 
are essentially legal and should be handled by attor- 
neys under the Chief Counsel (though they often are 
not). It may be conceded that the taxpayer ought to 
have a hearing before the authority deciding an in- 
terpretative question which affects his case. To give 
him one is not always possible. If the question is of 
broad import, an original ruling made for one tax- 
payer ought to be subsequently followed for all others. 
Thus a given taxpayer may find the vital interpreta- 
tive problem already decided when his case arises. If 
he can present convincing reasons for a reconsidera- 
tion, it should be granted. Obviously, however, repeated 
reconsideration of a broad-scope ruling is imprac- 
ticable. On the other hand many interpretative deci- 
sions are of narrower scope; they may more nearly 
involve application of the law to particular cases. 
When a narrow interpretative question arises, or a 
broad one is being considered or reconsidered, it 
should be feasible to give a hearing before the decid- 
ing authority to the taxpayer in whose case the ques- 
tion is raised. 

It is fairly evident that the granting of a Washing- 
ton conference every time the agent in charge referred 
an interpretative question to Washington under pres- 
ent practice, would scarcely be desirable. Such a ref- 
erence would involve either the single insoluble 
question, or the whole case. If the former, the tax- 
payer might still have to go to the Staff with the 
rest of his case, and would be at a disadvantage if 
the interpretative point, though doubtful, were re- 
solved against him in Washington; for he could then 
not trade it for other doubtful points in the final set- 
tlement in the Staff division office. A reference of 
the whole case to Washington presumably would take 
the place of local Staff treatment; otherwise it would 
involve unnecessarily repetitious consideration along 
a tortuous path. If it did take that place it would 


afford a dangerous temptation to the Income Tax 
Unit in Washington to take an ever increasing num- 
ber of cases away from the Staff division offices, thus 
defeating the decentralization plan. 

The solution would seem to be a regular practice 
for agents in charge of referring interpretative ques- 
tions, deemed unanswerable without aid, to the local 
Staff division offices where they could be dealt with by 
counsel. Unless the question was a broad one involv- 
ing the audit of many cases, it would be advisable to 
immediately refer the entire case involving it to the 
Staff office, for final disposition. There the taxpayer 
could confer with the attorney making the interpreta- 
tive decision. The local attorney should be able to 
judge whether the breadth and importance of the 
question involved required consideration. in Wash- 
ington. If reference to Washington was decided on 
(and the experience of the Staff offices indicates that 
it is seldom necessary) the taxpayer should have his 
Washington hearing, or, if he preferred, the right to 
directly correspond with Washington. 


It is arguable that even when the Staff division 
counsel chose to make his own decision the taxpayer 
should have the right of transfer or appeal to Wash- 
ington if he wanted it. This, the writer submits, 
would be unsound. The final legal authority in each 
division, the supervisor of all division attorneys, is 
the division counsel. All interpretative matters cross 
his desk and he should be able to freely grant confer- 
ences to taxpayers. An incompetent division counsel 
would not last long. A competent one ought to be 
able to judge better than the taxpayer whether the 
question was of broad enough scope to make Wash- 
ington consideration desirable. A competent one 
ought to decide accurately most of the questions he 
retained for decision. The taxpayer has achieved his 
principal aim if he gets a hearing before a competent 
deciding authority in his own vicinity, and the right 
to a hearing in Washington if the Bureau, as a matter 
of internal management, decides to refer the question 
there. 


The monograph plan of reorganization of the field 
offices would place a conference division attorney in 
every audit office; that attorney would have ready 
access to the advice of his chief, the conference divi- 
sion counsel. Thus local management and decision 
of interpretative questions as they arose in the field 
offices would be facilitated. 


Washington Post-Audit Procedure— 
Intra-office Review 

The present practice of the Income Tax Unit is to 
give a dispositive examination or “post-audit” in 
Washington to all determinations and settlements 
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made in offices of agents in charge (except in cases 
where the jurisdiction of the Staff is invoked by the 
taxpayer and cases which automatically come under 
the aegis of the Staff because of appeal to the Board). 
This is done whether or not the settlement or deter- 
mination is the result of conference consideration in 
the agent’s office. Little reason is apparent for not 
giving to agents’ conferees (with the agent’s ap- 
proval) the same authority to make final settlements 
and determinations as is presently possessed by Staff 
conferees (with approval of the Staff division head). 
Any post-audit of settlements and determinations 
made after conference in the agent’s office should, it 
is submitted, be advisory only. The careful consid- 
eration given a case in conference by both the conferee 
and the conference reviewer, goes far toward assur- 
ing the correctness and integrity of the determination. 

But a different situation prevails in cases where 
such conference consideration is lacking. The Bureau 
is not ready to entrust to each of thirty-eight audit 
offices the power to make final settlements through 
the action of an examining agent and a local reviewer. 
Apparently it is doubted whether there are enough 
high calibre reviewers to distribute through so many 
local offices. It will be noted that the problem is how 
to prevent loss to the Bureau from the inept or 
collusive action of its local agents in individual cases. 
The problem is not to any real extent one of assuring 
consistency of decision and of adherence to Bureau 
policy ; an advisory post-audit, as distinguished from 
a dispositive one, combined with Bureau rulings and 
instructions, can nearly enough achieve that consistency, 
as the Staff is finding. 

In Great Britain there are over seven hundred 
local inspectors of taxes, each with final authority to 
settle assessments. Control and consistency appears 
to be maintained through periodic examinations of 
the inspectors’ work by a perambulating inspection 
officer, and by the occasional voluntary reference of 
a question by the inspector to his head office. Grant- 
ing that personnel requirements are higher in the 
British service than in ours, it nevertheless seems not 
unreasonable to expect that thirty-eight audit offices, 
in the not too distant future, could be adequately 
staffed to permit the Bureau to rely upon settlements 
locally made, even in the absence of formal confer- 
ence. No truly decentralized tax assessment system 
exists so long as every field determination or settle- 
ment that the taxpayer does not himself appeal from 
is examined and subject to upset by the Washington 
office. Nor is the situation much helped by the right 
to appeal to the local Staff division after Washington 
has made a decision. Even if the staff could and did 
look at such a case impartially, such a system of re- 
peated considerations, with the possibility of reversal 
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and re-reversal upon successive treatments in separate 
offices, is not an efficient one from the Bureau’s stand- 
point, and is not calculated to inspire in taxpayers 
a feeling of confidence or satisfaction. Whereas the 
monograph plan does not specify that its audit divi- 
sion determinations and settlements should be treated 
as final (in absence of fraud or appeal by the tax- 
payer to the conference division or Board), the writer 
submits that such a plan should contain that feature. 
And, of course, there is nothing in the nature of the 
existing arrangement to prevent attributing similar 
finality to agent’s settlements and determinations, 


except the attitude of the Bureau itself toward the 
problem. 


But while the Income Tax Unit in Washington 
continues, under the present plan, to dispositively re- 
view the determinations and settlements of its field 
agents, an improvement in the operation of the sys- 
tem may be possible. It is annoying to taxpayers who 
have received a refund or paid a deficiency to subse- 
quently receive a deficiency notice based on a Wash- 
ington post-review determination; particularly so if 
the first deficiency or overassessment was a matter of 
agreement between taxpayer and agent. The writer 
suggests that no agreed deficiencies should be col- 
lected, and no agreed refunds, credits or abatements 
should be granted upon the authority of agents’ deter- 
minations until Washington has approved. This 
would mean that agents’ agreements with taxpayers 
would avowedly be tentative. Such a system would 
involve a step backward from the more complete and 
desirable decentralization toward which the Treasury 
has been heading. But it would be a preferable 
alternative to the present untenable practice, if the 
Bureau could not see its way clear to granting final 
dispositive authority to its audit offices. 


Beyond the question of Washington post-audit is 
the problem of intra-office review. When complete 
dispositive power is granted to the local office, there 
must be an adequate check upon the agreements and 
decisions made by the men within it. Dispositions 
in the conference stage, like those in the audit stage, 
must be examined by an office reviewer (the division 
head or someone exercising his authority) before they 
achieve finality. The taxpayer should always have 
the right to confer with the reviewer if the latter pro- 
poses to disturb the disposition in a manner unfavor- 
able to the taxpayer. It may also be argued that the 
taxpayer ought to have an opportunity for review con- 
ference if he is dissatisfied with the treatment ac- 
corded him at the basic conferences. It seems that 
the division counsel or a reviewing attorney desig- 
nated by him should be present at review conferences. 
For such a plan to work perfectly the division head 
and counsel, or reviewers designated by them, would 
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need to ride circuit regularly visiting all the local 
offices of the division. It is unfortunate that some 
local offices are not now regularly so visited. 


Engineering Questions 


The difficulty which attends upon according an ade- 
quate hearing to taxpayers in the engineering cases 
is similar to the post-audit problem just discussed. 
Those depletion, depreciation and valuation questions 
which require a field report by an engineer, are nor- 
mally reviewed twice in Washington, once before the 
agent acts upon the engineering report, and once 
when the agent’s determination is, in the regular 
course, being post-audited in Washington. In neither 
case is the taxpayer heard in Washington. 

Competent engineers are not plentiful enough to 
supply every audit office for both original examina- 
tion and review purposes. In fact some agents’ offices 
have no examining engineers on the regular staff. 
One must be borrowed when needed. But it should 
be feasible to furnish each of ten conference divisions 
with enough competent engineers to review engineer- 
ing reports made in the audit offices in the division. 
The writer suggests this as an annotation to the mono- 
graph plan. The engineering report thus would be 
reviewed by the conference division engineers before 
the audit division took its definitive action thereon. 
If the taxpayer was dissatisfied with the engineering 
report submitted to him as part of the audit deter- 
mination, he could appeal his case to the conference 
division and there have a hearing before the engineer 
who reviewed the report. As a part of the advisory 
post-audit system, for the purpose of maintaining con- 
sistency, engineering reports might be reéxamined in 
Washington later, but no dispositions would be upset 
as aresult. In addition, if the division engineer, when 
reviewing the original report, considered the question 
to be of such breadth and importance as to require 
reference to Washington for answer, the case could 
be called from the audit office to the conference office, 
and from the latter sent to Washington; in that event 
the taxpayer should be accorded a Washington hearing. 

Short of the general reorganization which would 
be necessitated by the monograph plan, it is not in- 
conceivable that reviewing engineers could be as- 
signed to Staff division offices to perform the suggested 
review function. Unless something like that were 
done, the Bureau faces the alternative of denying to 
taxpayers an adequate hearing upon engineering 
questions of this type, sending a Washington engi- 
neer to the field whenever a reversal is proposed,’® or 





10 This is occasionally done under present practice. 
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granting a Washington conference while the case in 
theory (and, exclusive of its engineering features, in 
fact), is still in an intermediate stage of field consid- 
eration. None of these alternatives is particularly 
desirable. 


Questions Affecting Taxpayers in 
Different Divisions 


Inevitably in a system of decentralized taxing au- 
thority questions arise which cross local division lines. 
Taxpayers in two or more divisions may be reached 
by the tax effect of a single transaction or set of facts. 
Under our income tax law this frequently happens 
to partners of the same partnership or beneficiaries 
of the same trust, transferees of the same corpora- 
tion, and holders of securities of the same corporation 
(e. g. which are alleged to be worthless or are affected 
by a reorganization of the corporation). In such 
cases the Bureau’s duty is to make a determination 
upon the central question which will be consistently 
followed for all interested taxpayers, and to make it 
in a manner as fair as possible for all of them. Cen- 
tralized consideration of such a question, and the 
right of interested taxpayers to be heard at the time 
and place of such consideration, are requisites. But 
it does not necessarily follow that the centralization 
should be in Washington. Centralization in that field 
division which is most convenient for all affected tax- 
payers seems a not illogical alternative. 

Considering, by way of example, the mentioned se- 
curities questions on the one hand, and the partner- 
ship and trust cases on the other, there are generic 
differences which indicate different procedural treat- 
ment. The securities question can be answered on 
the basis of information centrally collected without 
local audit or investigation of a return. The identity 
of taxpayers who will be affected tax-wise, and the 
tax year in which the question will be raised for each, 
usually are unpredictable. Thus there is no local audit 
which will serve as a focal point for local determina- 
tion, and no way of gathering together for hearing all 
taxpayers who will be affected by the problem. 

The partnership or trust case does require a local 
audit of the partnership or trust return; the discus- 
sion with individual partners or beneficiaries centers 
around the correctness of that return and the validity 
of its audit. A single tax year or a limited number 
of known tax years is involved, and the individual 
taxpayers affected can be ascertained and notified of 
a comprehensive hearing. Their number is usually 
not large; their location, or the location of most of 
them, is usually the division where the trust or part- 
nership return is audited, or divisions adjacent to it. 
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The securities question thus does not lend itself 
easily to local, as distinguished from Washington, 
determination. When the securities question is pre- 
sented for decision there is under discussion perhaps 
only one of the many returns of taxpayers who are 
or will be affected. Hence, it may not be feasible to 
give any hearing at all to most interested taxpayers, 
for the question will have been pre-judged for them. 
When it does happen that a securities question is 
being considered or reconsidered in Washington while 
one or more affected returns are the subject of local 
conference, the involved taxpayers should not be de- 
nied the right to present their views in Washington 
either in person or by correspondence, at their election. 

On the other hand the partnership and trust cases 
lend themselves naturally to local treatment. Usually 
the jurisdiction of audit of the partnership or trust 
return is the one to which the cases of individual 
partners or beneficiaries should be referred for cen- 
tralized disposition, though this does not always prove 
to be the case. When a partnership or trust question 
arises the local offices should promptly determine by 
correspondence among themselves the most logical 
and convenient office for location of conference con- 
sideration of the cases of all partners or beneficiaries. 
That office should then make the final disposition of 
all the related returns. There have been reports that 
the process for getting central treatment of a partner- 
ship or trust case in a single division office is not well 
worked out. The practice has been for one division 
to settle the question of partnership or trust income 
and for others to retain their related individual returns 
and abide the outcome. This plan inhibits the influ- 
ence of an outlying taxpayer over disposition of the 
central problem, hinders the legitimate settlement of 
his individual tax by trade of a doubtful partnership 
for a doubtful individual question, and leads to some 
unnecessary duplication of consideration by the sev- 
eral affected divisions. All-purpose transfer of all 
related cases to the central division would seem more 
practicable, as a general rule.” 

The transferee cases are more like partnership and 
trust cases in that the audit of a central return and a 
unity of tax time is present. Seemingly, therefore, 
the Bureau is right in centralizing the consideration 
of such a case in a single division rather than in 
Washington. 

Adoption of the monograph plan ought to facilitate 
centralized treatment of partnership, trust and trans- 
feree cases. Under the existing system difficulty in 
achieving centralization first arises while the related 
cases are still in the hands of agents in charge. Of 
course, a local audit is necessary for both the indi- 


11See Report cited, footnote 9, supra, p. 340; Monograph cited 
footnote 5, supra, pp. 91-92. 
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vidual returns and the partnership, trust or transferor 
return. Following the audit, however, conferences 
are apt to be held in agents’ offices. Agents handling 
returns of outlying partners, beneficiaries or trans- 
ferees are instructed to await and be guided by dis- 
position by the agent who audited the partnership, 
fiduciary or transferor return. Under the monograph 
plan, with its proposal for a single conference treat- 
ment, it would be feasible to centralize consideration 
of all of the related returns in a single conference 
office as soon as the audits were completed for the 
involved individuals and partnership, trust or transferor. 


The writer does not mean to imply that an occa- 
sional question of a kind normally treated in the field 
may not require Washington consideration because 
of a diversity of effect upon widely scattered taxpay 
ers. But it does seem that such cases would arise 
only rarely '*—progressively more rarely as the de- 
centralization program develops. There is the same 
objection to Washington handling of such cases as 
to Washington handling of cases which are unusually 
large or complex but have no geographical dispersion. 
The Bureau should not be called upon to maintain 
competent men in both field and Washington offices 
to do the same type of work. Also, assigning the 
difficult jobs to Washington tends to undermine the 
authority and confidence of the local staffs. 


Local Office Jurisdiction over Board Cases 


The present Staff practice is to transfer jurisdiction 
of a docketed case to the Staff division of hearing 
when that is different from the division where lies the 
auditing agent’s office. There are two exceptions, 
namely, when the division of audit is contiguous to 
the division of hearing, and when hearing has been 
set in Washington. The Board is under statutory 
mandate to set cases for hearing “with as little incon- 
venience and expense to taxpayers as is practicable.” * 
The venue fixed by the Board under this provision 
frequently does not coincide with the Bureau’s idea 
of venue under the decentralization plan. But the 
sureau is entitled to a preliminary hearing before the 
Board at which it can present reasons why a given 
case should be heard where the Bureau suggests in- 
stead of where the taxpayer wishes. In addition the 
Bureau is in a position to negotiate with the Board 
generally, and seek an interpretation of the law more 
favorable to the Bureau’s plan—an interpretation plac- 





12 Cases have arisen which present the same or related problems 
affecting both income taxes and miscellaneous excise taxes. When 
such a case arises, an effort is now made to send to the field a man 
from the Miscellaneous Tax Unit who can arrange for settlement 
of the miscellaneous tax aspects of the problem simultaneously with 
settlement of its income tax aspects. The ultimate solution would 


seem to be decentralization of the administration of miscellaneous 
taxes. 


13 Internal Revenue Code, Section 1105. 
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ing more emphasis upon the greatest good of all tax- 
payers and less upon the convenience of an isolated 
taxpayer. But once the Board has fixed a place of 
hearing, nothing but trouble and inconvenience to all 
parties, the Bureau included, results from refusing to 
transfer jurisdiction to the Staff division where the 
case is to be heard. The writer submits that the 
.;ureau should make no exceptions to its general rule 
of transfer to the jurisdiction of Board hearing. This 
means that where Washington is the hearing-place, 
jurisdiction should rest in the Atlantic division of the 
Staff (with main office at Washington) rather than 


the central Washington office of the Staff and Chief 
Counsel." 


Extension of Additional Powers 


to Local Offices 


Under the existing set-up some powers are denied 
to Staff divisions which it is submitted, should be 
extended to them. These are the final and dispositive 
powers (1) to accept offers in compromise (based 
upon inability of the taxpayer to pay), (2) to grant 
statutory extensions of time to pay deficiencies, (3) to 
enter into closing agreements, (4) to grant over- 
assessments of twenty thousand dollars or more. At 
present these powers are authoritatively exercised in 
\Vashington, and in the cases of closing agreements 
and formal compromises, the approval of the Secre- 
tary, Under-Secretary, or an Assistant Secretary of 
the Treasury is required. The monograph recom- 
mends that these powers be exercisable by the Staff 
division head, with approval of division counsel, sub- 
ject to some qualifications as to compromises (a limita- 
tion of amount is suggested) and closing agreements 
which operate prospectively.” It can be presumed that 
this recommendation relates either to existing field 
office structure, or to the monograph plan for reor- 
eanization of the field offices; under the plan con- 
ference division heads, with approval of conference 
division counsel, would have the powers recommended 
tor Staff division heads and counsel. 

The writer is in thorough accord with these sug- 
gestions. Statutory amendments would be required 
to eliminate necessity for Treasury approval of com- 
promises and closing agreements, and to eliminate 
necessity for submission to the Joint Congressional 
Committee on Internal Revenue Taxation of credits 
and refunds of seventy-five thousand dollars or more. 
But no statutory change is necessary to vest the divi- 
sion heads, (subject to approval of division counsel) 
with the authority now possessed by the Commis- 

1 See Monograph cited footnote 5, supra, pp. 93-94. 

1% See Monograph cited, footnote 5, supra, pp. 56-80. The First 
Report of the Attorney General’s Committee on Administrative Pro- 


cedure (pp. 336-340) follows similar lines, with some additional 
qualification. 
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sioner to grant extensions of time to pay deficiencies, 
and grant overassessments in amounts up to seventy- 
five thousand dollars. 

The proposed extensions of power to the field offices 
are only a logical filling in of gaps in the decentrali- 
zation plan. Settlements of tax controversies by the 
Staff divisions are often retarded or prevented be- 
cause the taxpayer is unable to pay promptly or to 
pay in full the amount of tax he privately concedes 
to be due. To arrange for a compromise or exten- 
sion of time is a complicated process flowing through 
other channels than those in which amount of the 
deficiency is determined. 

Closing agreements are, perhaps, not a serious mat- 
ter since the process of informal settlement practiced 
by the Staff divisions reaches approximately the same 
result, in view of the Bureau policy not to disturb 
Staff settlements, and the reluctance of most taxpay- 
ers to do so. Because of that policy and because the 
taxpayer usually has a longer period to sue for refund 
of a deficiency agreed upon and paid than the Gov- 
ernment has to assert an additional deficiency, the 
Staff took to inserting in waivers an agreement that 
the taxpayer would not sue for refund and would 
sign a closing agreement on request, but expressly 
reserving the Government’s right to assert an addi- 
tional deficiency. This was irritating to taxpayers 
because it looked one-sided. More recently the form 
has been changed to indicate that the Bureau also 
will treat itself as bound by such a waiver. But there 


is grave doubt that the instrument is legally binding 
on either party.’® 


State Tax Commissions—Their History 
and Reports 


Due to unforeseen circumstances Professor 
Lewis W. Morse’s treatise, “State Tax Com- 
missions—Their History and Reports,” does 
not appear in this issue. The series, however, 
will be resumed next month. 


So long as Staff division settlements entered into 
bona fide are in fact treated as binding in almost all 
cases and are expected to be binding in all, it would 
seem only sensible to make them legally binding, by 
closing agreements entered into locally. Such closing 
agreements could be upset for fraud, just as Staff 
division settlements now may be as a matter of policy. 

Quite beyond the question of necessity for formal 
Treasury approval, the recently acquired Bureau 
power to enter into prospective closing agreements 


18 Botany Worsted Mills v. United States, 278 U. S. 282, 1 ustc 
§ 348; but see Baldwin v. Higgins, (D. C.S. D. N. Y.), 19 A. F. T. R. 
1341, affirmed on other grounds, 100 F. (2d) 405 (CCA-2), 38-2 ustc 
| 9609. 














perhaps can not be readily delegated to the local 
offices; the extent to which this novel power should 
be exercised is a matter of policy requiring carefully 
supervised development. Then, too, many prospec- 
tive closing agreements involve questions of corporate 





























reorganization and similar matters, control over which 
is still centralized in Washington for all purposes. 














But there is room for the use of prospective agree- 








ments in the settlement of existing questions which 
will recur and the Bureau should study the possibility 











of entrusting to the local offices the power to negotiate 
certain agreements of that and other types. At the 
present time the procedure for the making of retrospec- 

















tive and prospective agreements is entirely separated ; 
the latter are scarcely touched by the local offices. 
There is no sound logic in the common feeling that 
greater danger inheres in the settlement of overassess- 
ments than in agreement upon the amounts of defi- 
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ciencies. Surely it is as safe to entrust the local offices 
with the one as the other. Furthermore, if the process 
of obtaining a deserved overassessment were simpler 
—were as readily available to taxpayers and as prompt 
in function as the process for settling deficiencies- 
it is reasonable to presume that taxpayers would be 
readier to report doubtful items which they now are 
inclined to refrain from disclosing and paying tax 
upon. Another reason for entrusting dispositive 
power over large (as well as small) overassessments 
to the division offices lies in the awkward results which 
often accrue from the present diversity between the 
paths of deficiencies and large overassessments. The 
same question may suggest, simultaneously or in the 
alternative, a possible deficiency for one year and a 
possible overassessment for another. Yet final dis- 
positive power as to the two years rests in two dif- 
ferent subdivisions of the Bureau, namely, the Stati 
office in the field and the Chief Counsel’s Review 
Division in Washington. The result is that principles 
of comity must be invoked and prompt and efficient 
disposition is obstructed. 


Conclusion 






The philosophy of this article can be summed up 
as being wholeheartedly in favor of the plan of decen- 
tralization. Wherever possible the program should 
be extended by enhancing the authority of the field 
offices and simplifying their structure. The field 
offices should be encouraged to handle locally more 
and more of the Bureau’s problems, be those problems 
ever so difficult or complex. The central office should 
confine itself as nearly as possible to administration 
and the assurance of honesty and competence in and 
reasonable consistency among the field offices. But 
so long as the effect of the Bureau’s own plan of 
operation is to transfer to or retain in Washington 
the final dispositive power over a given case or ques- 
tion, fairness demands that the taxpayer have the right 
to a Washington hearing before the deciding authority. 

Though no concrete evidence of such a trend has yet 
appeared, danger to a successful decentralization pro- 
gram in the Bureau may lie in the possibility that the 
discretion and independence of local offices will be 
progressively undermined by a system of detailed 
rulings and instructions and by a system of over- 
critical advisory post audit. As a step toward avoid- 
ing any such result the writer heartily agrees with 
the monograph proposals for elimination of unpub- 
lished rulings as precedents and simplification of the 
system of office rulings generally, and for relaxation 
of the restrictions around single issue settlements.” 


17 Monograph cited footnote 5, supra, pp. 50-52, 150-157, 
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Lewis Gluick, C. P. A., Shop-Talker 


Religion and Taxes 


It was nearly a year ago that W. W. Norton & 
Co., published a book by E. S. Bates entitled Amer- 
ican Faith, but it was Christmas time before we got 
around to reading it. We can recommend it heartily. 
\nd from page 217 we quote: 

“The political battle cry increasingly heard, ‘No taxation 
without representation’ was quickly applied in the field of 
religion. In 1774, Isaac Backus sent a vigorous protest against 
the injustice of sectarian taxation to the patriot leaders in 
Boston. John Adams replied contemptuously that Backus 
might as well look forward to an alteration of the solar 
system as to expect any such changes as he demanded in the 
law of Massachusetts. Adams died in 1826 having learned 
that the stability of the solar system was not to be paralleled 
in American politics. In 1833 the church was disestablished.” 


Intangible Income 


Never heard of it? Well, it’s the satisfaction you 
get when someone actually adopts your idea, and gives 
you credit. No better Chrismas gift could have come 
to us than the announcement of the Practicing Law 
Institute regarding its winter tax courses. For in 
addition to its standard courses and a new intensive 
seven-lecture course on the new excess profits tax, a 
course “on New York taxes, which you suggested 
about a year and a half ago will be given by 
Stanley B. Tunick.” The quotes are from a letter 
from Mr. Edward Iskiyan which accompanied the 
announcement. 

es * 

If any one man has been busier expounding the 
new excess profits tax than Jay A. Phillips, C. P. A., 
of Houston, Texas, please tell us. At the American 
Institute Convention in Memphis, at the Florida 
Institute Convention at Orlando, and at State So- 


ciety meetings in Indiana and Arkansas, and else- 
where. His Orlando paper is published in full in 
the December issue of the Texas Accountant. 

* +s 


The following letter from N. B. Bergman, C. P. A., 

of New York, was received too late for the January 
issue: 
“T have been trying to attend to my work and read a lot of 
galley for Col. Montgomery’s forthcoming edition of the Fed- 
eral Tax Handbook. In this connection, even experts like 
you sometimes make mistakes. In your column in the De- 
cember TAX MAGAZINE you refer, on page 761 to the law 
approved on October 9. I need hardly mention that the law 
was approved on October 8.” 


At which point the Shoptalker interrupts to remark that 
he always goes to bed so early that any law effective 
at eleven p. m. on the eighth is the ninth for him. 
Now continuing to quote: 

“You might want to know that one of the outstanding pic- 


tures in which John Gilbert played, and which I distinctly 
remember was The Big Parade.” 


The Shoptalker recalls that picture as the greatest 
of all the silent movies; so great as to transcend any 
individual actor therein. And again, Mr. Bergman: 


“The Second Revenue Act of 1940 is going to keep a lot of 
us very busy for a long time and now that you are on the 
Government payroll you will miss a lot of fun.” 


We certainly will miss the fun of lunching with 
Messrs. Bergman, Seidman (Jack), Webster, Horne, 
Donaldson, and the other regulars of the lunch club, 
but anyone who can get any fun out of that tax law 
as such has an amazing sense of humor. 

. 6 * 

The following comes from the New York Times of 
Dec. 13, 1940: 

“We are indebted to The Manchester Union for a strongly 
contrasting portrait, the barber as an all-around active man, 


citizen and public servant. Mr. Irving Marston, for forty 
years a barber of North Hampton, has lately been elected 
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president of the New Hampshire Tax Assessors’ Association. 
He has been not only a barber but a horse-car driver, chief 
of police, chief of the Fire Department, overseer of the poor, 
assessor, moderator of town meeting for the last fifteen years, 
justice of the peace, notary public, secretary and treasurer of 
the State Association of County Commissioners and assistant 
postmaster. A widower, he does his own housework, besides 
running a farm of sixteen acres. This is a refreshing pic- 
ture of a multi-capable and variously useful citizen. May he 
live long enough to be able to cut assessments.” 


Cases 


Up to October 15, 1940, the Lykes Bros. S. S. Co. 
case decided on Nov. 29, 1940, 42 BTA —, No. 197 
(413 CCH § 7070) would have meant little to us. But 
since we have been in Galveston, where Lykes ships 
are a prominent part of the waterfront, the case 
arouses a personal interest. If you want to know the 
tax-status of deposits under ocean-mail subsidies in 
1935, read the case. 

The importance of the Textile Mills case, decided by 
the Third Circuit on Dec. 7, 1940 (40-2 usre {[ 9822) 
transcends the bare syllabus of the decision. It is 
good to know that lobbying costs are not deductible 
for tax purposes. It is disheartening to see two dis- 
sents to that. 

However the lasting value of the case is Judge 
Biggs’ fine history of the Circuit Courts of Appeals. 
It should be required reading for every member of 
the Federal Bar, actual and prospective. (Note, the 
Shoptalker is not in that category. He just liked 
it anyhow). Judge Clark’s concurring opinion de- 
mands quoting: 

“The task of interpreting obscurities of taxing statutes does 
not generally hold one’s human interest. Expenses here claimed 
deductible have met with the condemnation of every student, 
judicial or otherwise, of public affairs in a democracy. The 
contrary view expressed by some judicial personalities, rather 
shocks. One of the latter puts that portion thus: ‘The rev- 
enue laws of the U. S. are not over-squeamish’. (38-1 ustc 
7 9212). The writer finds no lack of logic in taxing income 
from illegal sources (1 ustc § 236) and refusing a deduction 
for the same type of expenses. The decision of the Board 
of Tax Appeals runs contrary to everything they have ever 


decided.” 


“Elemental”—Dear Readers 

Several times in past years we have gone into some 
elementals of taxation. This year, more than ever, 
it is necessary to remind tax men of the elementals. 
In the fluster of complications from the new excess 
profits tax, basic, older items may be overlooked. 
There has been an unusual amount of good material 
on the new problems published promptly. This 
magazine, the CC// Rewrite Service, Godfrey Nelson 
in the New York Times, and the December issue of 
the New York C. P. A. are replete with good attempts 
at interpreting the new statute. 

3ut when you come right down to cases, not over five 
per cent of all corporations will even file an excess profits 
tax return. So let’s get down to some primary stuff. 
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It is a rule taught by all successful teachers of 
C. P. A.’s that in examinations the short questions 
should be answered first. For this reason, as well 
as historical ones, we shall take up first, the capital 
stock tax. We doubt much if the majority of you 
under forty know that the income tax on corporations 
antedates the Sixteenth Amendment by three years. 
3ut such is the fact. However it was not called an 
income tax. It was a franchise tax, measured by 
income, like the present New York State tax. 

After the Sixteenth Amendment, it was possible 
to drop the fiction, but the need for revenue brought 
back a new and logical franchise tax, measured by 
the net worth of the corporation. For a few years 
prior to 1933, it was abolished but it has been revived, 
as we all know to our sorrow. As a revenue raiser, 
the new tax has been diabolically successful, and will 
not soon be dropped. But for poor logic, it could 
scarcely be surpassed. A corporation must guess 
what its highest possible income will be during the 
next three years; capitalize that at a rate that will 
preclude the payment of excess profits taxes; accrue 
the tax for the income taxable year in which the 
excess profits might be earned; and pay the tax for 
a franchise tax year after that year is ended. 

Yet, unmitigated as the nuisance is, it may safely 
be said that any corporation which pays this excess 
profits tax is guilty of poor management or phe- 
nomenal luck. Unwillingness to pay a few dollars, 
or even a few hundred dollars, extra capital stock 
tax costs many times that amount when a good year 
comes, and the twelve per cent excess profits tax 
attaches to the income in excess of fifteen per cent 
of the declared value. The government is in the posi- 
tion of the proprietor of a gambling house, who wins 
regardless of whether the gamblers win or lose. We 
derive this allegation of “compulsory gambling” from 
a bulletin of the New Jersey State Chamber of Com- 
merce, as reported in the New York Times of De- 
cember 29, 1940. 

So much for the capital stock tax. Let us now con- 
sider the ordinary income tax. The regulations are 
perfectly clear on the subject of bookkeeping. The 
accounts must accurately reflect the income. How 
this can be done for a corporation without complete 
double entry books we do not know. Comparative 
balance sheets are, and always have been required 
as part of the tax return, and the surplus account 
must be tied in at both ends through the income and 
surplus accounts. 

If really accurate books are kept, the preparation 
of a tax return normally presents no difficulties. Lay- 
ing out the books in accordance with the return is a 
big help. Certain sources of income and expense are 
specifically mentioned in the statute and separate lines 
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or schedules are provided for each of these items. 
Common sense would dictate a separate account for 
each of these items in the ledger. Some companies 
even go so far as to tag every account with the sched- 
ule letter and line number where it will appear on 
Form 1120. When it comes to getting rid of a rev- 
enue agent in a hurry we have yet to see a better plan. 

If this seems inexpedient, then the tax man may 
resort to a simple device. Each item on his work 
sheets, which of course are based on the books of 
account, should be so tagged, using a colored pencil. 
If a mixed account is found in the ledger, the analysis 
thereof, even if only two classifications, should appear 
on the work sheet. 

It is also highly desirable to include in the regular 
financial report rendered to the client a reconciliation 
of the true income with the taxable income. True, 
this is done on the form in Schedule B; but this 
schedule, while much improved over that of a few 
years ago, is not readily comprehensible to the lay- 
man. This simple act can benefit the auditor immeas- 
urably in keeping his client’s good-will. (If you 
think this is repetitious, you are correct. We may 
say it again next year.) 

Relatively few corporations have surplus reserves. 
Let us take an example from our former practice. 
This company had extensive trade in the orient. In- 
surance rates covering damage in transit were deemed 
prohibitive. So the corporation sets aside out of 
surplus each year a reserve equal to the premiums 
it would otherwise have to pay in cash. Let us as- 
sume that for 1937 the account looks like this: 


RESERVE FOR DAMAGE INSURANCE 


July 17. Loss, S.S.Main........ $ 23.98 
Nov. 18 Loss, S. S. President 145.76 
Dec. 31 Balance Down 2,793.15 


$2,962.89 


Jan. 1 
Dec. 31 


$2,347.89 
615.00 


$2,962.89 


Balance 
Added 


Now the amount added to the reserve might be con- 
sidered a charge to operations, as the cash premium 


undoubtedly would be. In that case the $615 for tax 
purposes goes to item 11. Now for the losses. Since 
they are charged directly to the reserve, the corpora- 
tion does not consider them as current expenses. It’s 
own P. & L. account does not show them. But since 
additions to surplus reserves are not allowed for tax 
purposes, the actual losses are, (Schedule A—line 23) 
and in order to reconcile the book surplus with the tax 
return surplus, $169.74 must appear on the proper 
line of the Reconciliation Schedule. 
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Some life insurance salesmen are culpable of negli- 
gence in their failure to explain that premiums paid by 
a corporation for its own benefit are not deductible, 
though they stress the non-taxability of the proceeds 
of the policy, if received. It is of the utmost im- 
portance that the premiums on life insurance be car- 
ried in a separate account in the ledger; and a direct 
confirmation of the cash surrender value of the policy 
be had. 

Very strict accounting principles, laid down and 
fostered by the I. C. C., have taught that corrections 
and adjustments of prior years must be carried to 
surplus. From a strict accounting standpoint there 
is some room for argument. But from a tax angle, 
results may be disastrous. Fail to take a proper de- 
duction in 1939. Discover it in 1940. Put it through 
surplus, and it’s likely to stay there; no tax benefit 
ever dervied. Charge it to proper expense account 
in 1940, and it is all right. Obviously if the amount 
is really large, an amended return is in order. But 
many small items can add up to a lot. 

If there is any subject which has caused more con- 
troversy than depreciation, in accounting, taxation, 
rate-making and other business transactions, we don’t 
know what it is. What it is, how to figure it, why 
and when? An entire library could be collected on 
the subject. Persistently the Treasury Department 
has favored the straight-line method, and inconsistently 
has condemned or favored a composite rate. 


However the biggest difficulty lies in the obsolescence 
factor. Though obsolescence is specifically recognized 
by regulation, proving it to the satisfaction of the 
Commissioner, before the final scrapping of the asset, 
is about as tough a problem as a tax man can have. 
Without engineering assistance, it is usually impos- 
sible. Little help can be had from machinery manu- 
facturers. When selling a machine the salesman will 
talk glibly about its sturdy construction and probable 
long useful life. No guarantee goes with it. Because 
in a year the same salesman will come around and 
try to tell you the first machine is obsolete and you 
should buy a new one. 


Obviously such testimony, if you tried to introduce 
it, would be laughed out of court. So each case must 
be fought on its merits, carefully weighing the costs 
of the fight against the benefits, if successful. 


There are several published tables of depreciation 
rates, but at the best they are a guide to maximum 
and minimum, not a standard to follow blindly, as one 
may with patents where the life is limited by law. 
The man preparing the tax return must be guided by 
these tables, lest he be caught in a trap. But on the 
other hand, he must, unless also a qualified engineer, 
bow to the superior knowledge of the owner and user of 
the machines. Two examples will illustrate this better. 
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Brick Building in a chemical plant. 


tN 


Low rate—to bolster financial statement vs. 
“allowed or allowable” on sale. 

The 1938 Act put teeth into a basic accounting prin- 
ciple, hitherto largely ignored in practice. The prin- 
ciple is that an undepreciable asset, land, should not 
be mixed with depreciable buildings, in one “realty” 
account. Basically that was true tax-wise, from the 
income deduction view. But now it is of vital im- 
portance under the capital gains sections. Depreciable 
assets, for tax purposes, are no longer deemed capital 
assets. The same building, or its contents, by every 
rule of finance and common sense, a capital asset, is 
now by Act of Congress, not a capital asset; though 
what it should now be called, no one knows. 

When the land and 
building are sold, the sales price must be split. If the 
lawyer who draws the sales contract fails to do this, 
see that he does. Assume the land cost $5,000 and 
the building was erected thereon by the purchaser at 
a cost of $95,000. Assume further that $25,000 de- 
preciation has accumulated on the structure, and the 
total sales price is $70,000. There is obviously a loss 
of $5,000 but how shall it be split. Suppose the land 
is deemed to have had no enhancement in value. 
Then the entire loss is attributable to the building 
and allowable in full. 


However, this is the result. 


But suppose Internal Revenue 
comes along and proves that the land has really a 
gain of $1,000, to be treated as capital gain, then only 
four thousand loss may be taken on the building. If 
there are no other capital gains or losses, the effect is 
still a wash-out. So let us assume further that there 
are certain capital gains of $2,000 and that the land 
has declined in value to $3,000. You now have a wash- 
out in the capital gains section, and $3,000 ordinary 
loss against other income. The possible 
combinations are infinite. The point we make is, that 
when making a sale or purchase of realty, proper 
allocation of price between land and building should 
be made. Also, if possible, the sale should be timed 
to get the maximum advantage of other circumstances 
such as other capital gains and losses. 


And so on. 


As a topic of controversy depreciation alone sur- 
passes bad debts, but it is noteworthy that most of 
the bad debt cases reported are of individuals. It is 
an anomaly that while the Federal Corporation blanks 
specifically provide for bad debt reserves, the indi- 
vidual blanks do not do so. This has misled many 
taxpayers to believe that reserves are the exclusive 
property of corporations. In other words, corpora- 
tions being organized for business will inevitably 
have some bad debts and a reasonable allowance for 
a reserve is not difficult to establish. You will note 
that the return calls for a considerable amount of in- 


formation, which should not faze a good accountant 
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or bookkeeper. The data should be readily available, 
and if it is not, it is worth compiling for managerial 
purposes, regardless of taxes. 

Ratios from the schedule are computed by Internal 
Revenue and compared with other taxpayers, in the 
same line, and trade association reports. The same 
should be done by the taxpayer. To take more than 
is just only results in a future headache, with interest. 
Rates in various lines range from zero in the five-and 
ten-cent stores, to a peak in wholesale lumber. In 
the latter line, we know one company which goes over 
the general trade average, because its sales manager 
insists on taking bad credit risks. The rate may bea 
percentage of net sales or of outstanding receivables 
at the end of the year. In the latter case notes as well 
as open accounts must be used. 

The time to take a bad debt causes most trouble, 
but when the reserve method is used, this difficulty is 
largely obviated. If direct charge-off is used, be pre- 
pared in advance to prove the entire worthlessness of 
the account; then take it as soon as possible. Do not 
kid yourself as to possible recoveries. 
them, put them in as other income. 

In the matter of proof we have yet to see a better 
device than that used by the high-risk lumber com- 
pany mentioned above. When a customer goes bank- 
rupt, the notice is clipped from the “Business Records” 
column of the Times, and pasted to the ledger account, 
the date being written in. 


If you get 


Obviously future reports 
from lawyers must be carefully filed, but the prima 
facie case is established. 

It is indeed unfortunate that Schedule A does not 
provide a line each for the universally-found items of 
electricity, telephone, postage, stationery, etc. These 
must all be carried to Schedule L, which is hardly 
large enough anyhow. However, the more detail pre- 
sented the better. Paste on a rider, and tell all. 
Never forget that anything over ten per cent of total 
expenses, lumped 
instant suspicion. 
down anyhow. 


under “miscellaneous” arouses 
Ultimately you have to break it 


The vital fact to remember is that all questions 
must be answered. While it is not absolutely required 
that items which are non-existent should be filled in 
with dashes or the word NONE, experience indicates 
the advisability of doing so. 

Ninety per cent of the difficulty in preparing a tax 
return is in getting the facts. If these are available 
and accurate less than ten per cent of the difficulty will 
be in applying the law to the facts. And the law to 
apply is, if not always simple, at least so commonly in 
use, that you will have learned it well. 

Anything that is true may be incorporated into a 
tax return regardless of the form. Remember that! 
You may have to use some’ [Turn to page 118.] 
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DIGESTS O 


IN CURRENT LEAL PERIODICALS 


ASSUMPTION OF INDEBTEDNESS 
IN TAX-FREE EXCHANGES 


Stanley S. Surrey, Assistant Legislative Coun- 
sel, United States Treasury Department 


50 Yale Law Journal, November, 1940, 
p. 1-34 


The revenue Acts have for some time 
exempted certain exchanges, principally 
those made in the course of corporate re- 
organizations, from the recognition of gain 
or loss at the time of the exchange. In 
corporate reorganizations, the transaction, 
to be exempt, must take the form of an 
exchange of corporate assets or stock or 
securities in the corporation solely for the 
stock or securities in another corporation 
which igs a party to the reorganization. If 
money or property other than such stock 
or securities is received, gain is recognized 
to the extent of the non-exempt property. 
Up to 1938 both taxpayers and the Gov- 
ernment tacitly assumed that a corporate 
transferee’s assumption of the obligations 
ofa transfer corporation in such exchange 
did not give rise to the receipt by the latter 
of such money or property as would neces- 
sitate the recognition of gain. The tax con- 
sequences of countless reorganizations were 
established on the basis of this belief. But 
in United States v. Hendler, 303 U. S. 564, 
the Supreme Court abruptly informed the 
Government and the tax bar that their joint 
belief could not be supported by the perti- 
nent statutory language. This article deals 
with the effect of this decision upon corpo- 
rate reorganizations and other transactions 
involving tax-free exchanges, and with the 
Co ngressional reaction to the decision, as 
expressed in the Revenue Act of 1939. 


On May 21, 1929, Hendler Creamery Co., 
Inc., entered into a formal contract to trans- 
fer all its assets to the Borden Co. on the 
following June 21. Hendler agreed to call 
for redemption its outstanding first mort- 
gage bonds ($534,000 in amount and redeem- 
able at 7% per cent premium) on July 1, 
1929, and to satisfy its mortgage at or prior 
to the closing of title. Hendler was pre- 
sumably to borrow the money necessary to 
redeem these obligations. In return for 
Hendler’s assets, Borden was to transfer to 
Hendler 106,306 shares of its stock and some 
cash, and to “assume and agree to pay all 
indebtedness and liabilities whatsoever of 
your company (Hendler) as the same shall 


o 


C 


exist at closing of title to us hereunder.” 
On June 21, however, Hendler had not bor- 
rowed any money for redemption purposes 
and the bonds had not been redeemed. Bor- 
den, nevertheless, accepted the transfer— 
waiving in effect the requirement that the 
mortgage be satisfied on the closing date 
and, instead, assuming Hendler’s bonded 
indebtedness. Hendler distributed to its 
stockholders the shares of Borden stock 
and cash received on the transfer and pro- 
ceeded to dissolve pursuant to the contract. 
On July 1, 1929, Borden surrendered to the 
mortgage trustee in return for satisfaction 
of the mortgage $7,000 of Treasury Hend- 
ler bonds, $149,000 of Hendler bonds bought 
by it in the market, and $381,225 in cash to 
cover the remaining bonds. The sum re- 
quired to redeem the bonds was $534,297.40. 
Hendler’s remaining liabilities were like- 
wise promptly paid. 

Although Hendler realized a gain of over 
$6,000,000, the Company asserted in its tax 
return that the transaction constituted a 
tax-free exchange: the transfer of all of its 
assets was a reorganization under Section 
112(i) of the Revenue Act of 1928, and the 
cash was distributed to its stockholders in 
accordance with Section 112(d)(1). How- 
ever, it claimed the unamortized discount 
on its bonds and the 7% per cent premium 
payable on redemption as a deduction, which 
claim reduced its tax liability for the year 
by $6,260.33. This deduction was proper, 
the Company argued, inasmuch as the 
$534,297.40 paid to redeem the bonds could 
in effect be regarded as having been paid 
by Borden to Hendler and in turn by Hend- 
ler to the bondholders. 

A canny Bureau acquiesced in this con- 
tention and then promptly asserted a defi- 
ciency—since the $534,297.40 was “construc- 
tively received” by Hendler, it was money 
received on the exchange which, as it was 
not distributed to Hendler’s stockholders, 
resulted in recognized gain under Section 
112(d)(2). The first round clearly belonged 
to the Government. Perceiving no virtue 
in consistency Mr. Hendler paid the defi- 
ciency of $58,772.72 plus $10,781.97 interest 
and sued for a refund. The Government 
played safe by claiming that the deduction 
for bond discount and premium should be 
disallowed. The case was now ready for 
the courts. The Supreme Court, when the 
case came before it, was not to be soothed 
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by talk of reorganization policy and post- 
ponement of tax. It saw a gain and pounced 
upon it. The Government thereupon pock- 
eted its $69,554.69 in taxes and interest and 
surveyed the scene of the battle. Then, for 
the first time, it realized that its victory was 
indeed Pyrrhic. The hollowness of this 
triumph is best revealed by an examination 
of the pre-Hendler treatment of assump- 
tion of indebtedness and the effect of the 
decision itself. 

The Supreme Court early ruled that one 
person’s payment of another’s obligation 
might give rise to taxable income to the 
latter, and, as far back as 1927, the Bureau 
of Internal Revenue ruled in what is now 
a Section 112(b) (1) situation—the exchange 
of property held for productive use in trade 
or business or for investment for property 
held for productive use in trade or business 
or for investment for property of a like 
kind to be similarly held—that an assump- 
tion of a liability did constitute such “other 
property or money,” thereby bringing the 
case within Section 112(c)(1) and render- 
ing any gain realized on the exchange rec- 
ognizable to the amount of the liability. 
The Bureau had, however, made an exactly 
opposite ruling in Section 112(b)(4) situa- 
tion—the exchange, pursuant to a plan of 
reorganization, of property solely for stock 
or securities in another corporation, also a 
party to the reorganization. The varying 
treatments of liability assumptions in these 
exchanges were justified as implementing 
Congress’ policy of postponing the recog- 
nition of gain in reorganizations. 

But it is apparent that the wording of 
the Revenue Acts was inadequate to sup- 
port the edifice erected. The words “other 
property or money” in Section 112(c)(1) 
could scarcely be interpreted to include an 
assumption of liability in Section 112(b)(1) 
exchange but not in a Section 112(b)(5) 
exchange. Nor could they mean one thing 
in Section 112(c) and another in Section 
112(d). Embarrassment, moreover, became 
even more acute when the basis provisions 
were considered. Section 113(a)(6) pro- 
vided that the basis of property acquired 
upon a tax-free exchange should be the 
same as that of the property exchanged, 
decreased in the amount of any money re- 
ceived by the taxpayer and increased in the 
amount of any gain recognized upon the 
exchange. 
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With an irony often present in tax cases, 
the Government itself, in the Hendler, supra, 
case knocked over the structure. In most 
cavalier disregard of its well-established 
practice, as the lower courts and counsel 
for the taxpayer pointedly observed, it 
claimed that Hendler’s assumption of the 
bonded indebtedness resulted in the receipt 
of “other property or money” under Section 
112(d). The Supreme Court agreed with 
this contention in an opinion which gave 
no consideration to the difficulties present. 
The decision had two immediate and far- 
reaching consequences. Those taxpayers 
who, believing that Section (b)(4) and (5) 
prevented a tax, previous to the decision 
had transferred property to corporations in 
exchange for stock and an assumption of lia- 
bilities, were faced with the immediate 
threat of deficiency assessments in every 
case where the statute of limitations had 
not closed the year of the exchange. If, 
moreover, the case involved the transfer in 
a taxable vear beginning after December 
31, 1933, of substantially all of a corpora- 
tion’s assets in return for stock and an 
assumption of liabilities (and which because 
of lack of control could not qualify as a 
reorganization under Section 112(g)(1)(C), 
the recognized gain would not be limited 
merely to the amount of liabilities assumed, 
but would extend to the entire profit on the 
exchange. This followed from the change 
which the Revenue Act of 1934 effected in 
Section 112(g) (which defined the term 
“reorganization”) whereby under clause 
(B) such a transfer of assets was included 
only if the assets were exchanged “solely for 

voting stock.” If an assumption of 
liabilities was to be regarded as equivalent 
to the receipt of “other property or money,’ 
so that the exchange was not “solely for 
stock or securities” under Section 112(b) 
(4), the Government might likewise argue 
that it was not “solely for... voting stock” 
within the meaning of 112(g¢)(1)(B), and 
thereby make the entire transfer taxable. 
Taxpayers were also confronted with the 
future prospect of being unable to effect 
corporate reorganizations involving the as- 
sumption of liabilities without paying a tax 
at the time of reorganization. 

The Government was threatened with a 
possible loss of a very large amount of 
revenue through the operation of the basis 
provisions. After the Hendler, supra, deci- 
sion, transferors were ina position to claim 
that the basis of the stock they had received 
on prior exchanges should be increased by 
the amount of gain that should have been 
recognized and taxed by reason of the trans- 
feree corporation’s assumption of liabilities, 
even though this gain had not been actu- 
ally taxed. If, moreover, the exchange oc- 
curred after 1933 and was of the Section 112 
(z)(1)(B) type, the increase in basis would 
extend to the entire gain realized, as the 
transfer, not being “solely for . . . voting 
stock,” did not constitute a tax-free ex- 
change. If the exchange occurred in a tax- 
able vear beginning after December 31, 
1931, Section 820 of the Revenue Act of 
1938 would afford the Government some 
protection against such a claim for a 
stepped-up basis, but for exchanges prior 
to 1932, when the majority of the reorgani- 
zations took place, the door was wide open. 
After the Hendler, supra, decision, in a case 
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in which the Government was resisting a 
transferee’s claim for a stepped-up depre- 
ciation basis with respect to a transfer that 
occurred in 1929, the Second Circuit Court 
of Appeals stated that no gain should have 
been recognized to the transferor as the 
liability had not been paid during 1929. But 
a Government asserting a deficiency for 
1933 against a transferor in Section 112(b) 
(5) exchange in that year, though the lia- 
bilities were apparently not all paid in the 
year of exchange, was later able to con- 
vince the Board of Tax Appeals that pay- 
ment was immaterial. 

It became only too apparent both to Gov- 
ernment and taxpayers that this retroactive 
departure from and accepted practice consti- 
tuted thoroughly unsound tax administra- 
tion, especially as the extent of the departure 
was to be determined only by the protracted 
process of judicial decision. Until future 
Supreme Court decisions staked out the 
limits of the Hendler, supra, case, taxpayers 
would be forced to plan and consummate 
their reorganizations in an atmosphere of 
extreme tax uncertainty. Both Government 
and taxpayers, therefore, joined in request- 
ing that Congress furnish a statutory solu- 
tion to these difficulties. Congress answered 
with Section 213 of the Revenue Act of 
1939. 

Congress’ method of response was restor- 
ation of the pre-Hendler treatment of Section 
112(b)(4) and (5) exchanges—a solution 
which seems highly justifiable. By new 
subsection (K) of Section 213(a) of the 
1939 Act, the amount of the liability is to be 
considered in computing the amount of gain 
or loss realized in the exchange, but is to be 
disregarded in ascertaining the amount of 
the realized gain which is to be recognized 
at that time. The provision that the as- 
sumption or acquisition shall not prevent 
the exchange from being within the provi- 
sions of Section 112(b)(4) or (5) removes 
the difficulties caused by the requirement 
in those subsections that the exchange be 
“solely” for stock or securities. Although 
these changes would be effective in prevent- 
ing the assumption or acquisition from re- 
sulting in the recognition of gain on the 


exchange, they might easily be subject to 
abuse. 
As the tax-free exchange sections are 


themselves designed to avoid federal in- 
come tax, the test set up by Section 112 
(k) may cause trouble. The test adopted, 
although admittedly vague, seems the best 
available under the circumstances. Tests 
based upon the type of debt: bonds, bank 
loans, accounts receivable, long or short- 
term obligations; or the time the debt was 
incurred: one, two, three years, etc., prior 
to the exchange; or the time the transferee 
satisfied the liability; or upon similar fac- 
tors would prove far less satisfactory. As 
the Commissioner in the past has permitted 
liabilities to be assumed tax-free, he cannot 
be expected to be too restrictive in applying 
the test adopted in Section 112(k). A case 
on all fours with the Hendler, supra, case 
would presumably go the other way under 
the Section 112(k) test, as the transferee’s 
immediate payment of the liability it as- 
sumed should not of itself make the as- 
sumption mala fide. 

Finally, the definition of “reorganization” 
in subsection 112(g) was altered to provide 
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that, in ascertaining whether one’s corpo. 
ration’s acquisition of substantially all oj 
another corporation’ s properties was in ex. 
change “solely” for the former’s voting 
stock, the assumption of a liability of the 
transferor or the acquisition of property 
subject to a liability shall be disregarded. 
This rule applies whether or not the as. 
sumption or acquisition is regarded as 
“money” under subsection (k), so that the 
taxpayer’s risk in the close case is merely 
that gain will be recognized up to the 
amount of the liability, and not that the 
exchange will cease to be tax-free. 

The requirement of “solely for voting 
stock” had been inserted by the Revenue 
Act of 1934 to prevent tax-free transfers 
for some voting stock plus short-term notes. 
bonds, or other obligations which did not 
differ greatly from cash and whose pres- 
ence made the exchange very similar to an 
outright sale. Further, with respect to the 
basis provisions, Congress remedied the de- 
fect in the existing law by adding the fol- 
lowing sentence to Section 113(a) (6): 

Where as part of the consideration to the tax- 
payer another party to the exchange assumed 
a liability of the taxpayer or acquired from 
the taxpayer property subject to a liability, 
such assumption or acquisition (in the amount 
of the liability) shall, for the purposes of this 
paragraph, be considered as money received 
by the taxpayer upon the exchange.’’ 


This reduction occurs whether or not the 
assumption of liability is “money” for the 
purposes of recognition of gain under Sec- 
tion 112(k), as it is always regarded as 
“money” under the exception provided in 
Section 112(k), the basis is of course in- 
creased by the amount of gain so recog- 
nized. Under Section 113(a) (6) as amended, 
it is mathematically possible for a minus 
basis to occur in cases where the assump- 
tion is tax-free. 

Both the exception in new subsection 112 
(k) and the sentence added to Section 113 
(a) (6) consider the assumption of a liability 
or the acquisition subject to a liability as 
“money” in the “amount of the liability.” 
There is, therefore, ordinarily no occasion 
to value the liability. Although this solu- 
tion accords with the run of the mill case 
and eliminates the problems which attend 
valuation, it may necessitate adjustments 
as a result of the transferee’s later action. 
Further, the transferee’s basis is not affected 
by its later action in regard to the liability. 
Its assumption of the liability is part of 
the cost, but under Section 113(a)(7) and 
(8) its basis is fixed not by the cost to it of 
the property acquired, but by the property’s 
basis in the transferor’s hands prior to the 
exchange. Later full or part payment of the 
liability, hence, will not affect the trans- 
feree’s basis; nor will the transferee be able 
to obtain a deduction for the payment as 4 
business expense. Any interest paid by the 
transferee on the liability would be de- 
ductible, except that which accrued prior 
to the assumption and is therefore part o! 
the cost along with the principal. If the 
indebtedness assumed by the transferee were 
cancelled under circumstances which would 
otherwise give rise to taxable income, it 
seems that the cancellation would result 
in income to the transferee, even though 
payment of the liability would not have had 
a tax consequence. 
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Foreclosures and Bond Surrender Losses 


Is the bondholder’s loss resulting from a bond sur- 
render a capital loss? Is the taxpayer’s loss from 
foreclosure of a mortgage on his property a capital 
loss? The Supreme Court on January 6, 1941, answered 
“ves” to both questions. 

The decision on bond surrender losses was in one 
opinion in the cases of McClain v. Com. and Helvering 
v. Thomson.t In both cases bonds were surrendered 
for cash less than their cost. Taxpayers claimed the 
difference as a bad debt deduction. The Commis- 
sioner argued that each transaction was a “retire- 
ment” of the bonds under Sec. 117(f) of the 1934 Act, 
which provided that the capital gain and loss provi- 
sions apply to retirement of bonds. The court held 
that the surrender was a “retirement” and ruled that 
the losses were within the scope of Sec. 117(f) of the 
1934 Act and so limited and that a bad debt deduction 
was not allowable. It held that “retirement” did not 
mean redemption but included it, and denied that the 
former term applied only to a voluntary action on 
the debtor’s part in fulfillment of his promise to pay. 

Since a similar provision is now in the Code as Sec. 
117(f),? the decision applies under present law. 

It should be noted that Sec. 117(f) applies only to 
bonds and obligations issued by corporations, with 
interest coupons or in registered form. Accordingly, 
losses on retirement of securities issued by individuals 
are not within the scope of this provision. 

While under prior laws a taxpayer might have fared 
better if he permitted the bonds to become entirely 
worthless, rather than accept a small sum on their 
surrender, that possibility has been removed since the 
1938 Act initiated a provision that losses from such 
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worthless securities are now considered capital losses 
(except as to banks). (Sec. 23(k) of the Code.*) 
Two decisions held that a taxpayer’s loss resulting 
from a foreclosure sale of his interest in real estate 
acquired for profit is a capital loss. They were Helver- 
ing v. Hammel et al.* and Electro Chemical Engraving 
Co., Inc. v. Com.’ It was held that Sec. 117 of the 
1934 Act applies to forced sales as well as voluntary 
sales. The Court ruled that the definitive event fixing 
the loss is the foreclosure sale and not the decree of 
foreclosure which ordered the sale and preceded it. 
The lower court (in the Hammel case) took the view 
that the loss could not be treated as a loss from a sale, 
since by State law (Michigan), the vendor upon a 
land contract (which was the type of this transaction) 
containing the usual forfeiture clause had the right to 
deprive the purchasers of all interest by a declaration 
of forfeiture. The Supreme Court replied that the facts 
do not show that the land contract under which the 
property in question was originally purchased by tax- 
payer contained a forfeiture clause, or that there was 
in fact a forfeiture apart from the sale on foreclosure. 


While the decision is unfortunate for taxpayers 
under the 1934 Act and those Acts preceding that of 
1938, the effects are not quite so harsh under the 1938 
Act and the Code. The reason is that the later laws 
do not impose the $2,000 limitation contained in the 
earlier laws, but limit long-term capital losses of in- 
dividuals only to the percentages fixed by holding 
periods, while for normal tax purposes corporations 
get full deduction for such losses. Another reason is 
that if the real estate is used in trade or business, the 
improvements, if any, would not be a capital asset, as 
that term is now defined in Sec. 117(a)(1) of the 
Code * to exclude “property, used in the trade or busi- 

21 CCH {/711. 

‘414 CCH { 9169. 


5414 CCH f 9170. 
® 1 CCH f 1463. 
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ness, of a character which is subject to the allowance 
for depreciation provided in section 23(1).” Under 
such provision, a capital loss would apply to the land 
but not to the improvements. 

The decision apparently also settles the question as 
to condemnation awards. Apparently, the capital gain 
and loss provisions would apply. Whether a loss from 
a tax sale should receive the same treatment might 
depend on whether such a transaction is really a sale 
or distinguishable as a forfeiture. 


ABA Tax Clinic 


The Section of Taxation of the American Bar As- 
sociation will sponsor a mid-winter Tax Clinic, similar 
to those held in Washington in recent years, at the 
Mayflower Hotel in Washington, D. C., on February 
8. A luncheon at 12:45 p. m. will be followed by 
speeches and an open forum discussion. 


Statistics of Income—1936 


Secretary of the Treasury Morgenthau has made 
public the second volume of “Statistics of Income 
Supplement Compiled from Income Tax Returns for 
1936.” This publication deals with the incomes of 
husbands and wives filing separate income tax re- 
turns and with the composition of the income of indi- 
viduals, showing whether the income was derived 
from a single source such as wages or interest or from 
several sources in combination. The information given 
supplements that published in “Statistics of Income 
for 1936, Part 1,” and has been obtained from a special 
study of income tax returns for 1936 which was 
sponsored and directed by the Division of Tax Re- 
search of the Treasury Department and financed by 
funds transferred by the Commissioner of Work 
Projects to the Department under authorization of 
the President. 






Classified by Size 





Table 1 


Individual Income Tax Returns for 1936: Number of Matched Separate Returns of Husbands and Wives, 
of Net Incomes of Husbands and by Size of Net Incomes of Wives 


February, 1941 





Approximately 300,000 separate income tax returns 
including community property returns of husbands 
and wives, or almost ninety percent of all such returns 
filed, were tabulated. The tabulations make available 
for the first time extensive information on the size of 
the combined incomes of husbands and wives, and 
also shed light on the extent to which their combined 
Federal income tax may be reduced by the filing of 
separate returns. 


In general, wives reported smaller incomes than 
husbands. Thus, among 147,760 pairs of separate 
returns matched, 93,532 wives showed net income 
(excluding statutory net capital gain or loss) under 
$5,000, whereas only 57,472 husbands reported net in- 
come (excluding statutory net capital gain or loss) 
under $5,000. Some extreme inequalities in the in 
comes of husbands and wives were also disclosed. 
For example, among husbands with net income under 
$5,000 were thirty whose wives showed net income of 
from $100,000 to $500,000. The accompanying table 
shows the distribution of number of separate returns 
by size of the husband’s net income and by size of the 
wife’s net income. 


Volume 2 also classifies data from matched separate 
returns of husband and wife by size of their combined 
net income. (See Table 1, below.) 

In the study of the composition of incomes nearly 
five and a half million individual returns, including 
returns for estates and trusts, were tabulated. Ap- 
proximately three million of these showed only one 
source of income in 1936. Salaries or wages consti- 
tuted this single source of income for almost two and 
a half million individuals. 

About 1,200,000 returns showed only two sources 
of income; 700,000, three sources; and less than a half 
million returns showed four or more sources of in- 
come. Returns with only one or two sources of 
income were more heavily concentrated in the lower 
income groups than were the multiple source returns. 








Husbands Husbands 
Husbands— having having 
Net income classes Husbands wives wives 
excluding statutory net —- with net with net 


capital gain or loss returns deficit income 

(1) (2) (3) 
Under $5,000 ; 57,472 1230 56,242 
$5,000 “ $10,000 38,797 653 38,144 
$10,000 “ $25,000 31,134 552 30,582 
$25,000 * $50,000 10,985 211 10,774 
$50,000 “ $100,000 4,225 76 4,149 
$100,000 “ $500,000 1,450 23 1,427 
$500,000 and over 74 1 73 
Total husbands with net income 144,137 2,746 141,391 
Husbands with net deficit 3,623 1,370 2,253 
Total 147,760 4,116 143,644 

















Wives—Net income classes excluding statutory net capital gain or loss 


$5,000 $10,000 $25,000 $50,000 $100,000 $500,000 


Under under under under under under and 
$5,000 $10,000 $25,000 $50,000 $100,000 $500,000 over 
(4) (5) (6) (7) (8) (9) (10) 
48,718 4,779 2,138 475 102 30 — 
19,930 16,110 1,634 335 115 18 2 
17,040 4,644 8,018 628 194 56 2 
4,787 1,845 Pe Kn 1,750 189 66 2 
1,264 687 993 646 491 63 5 
247 175 294 291 225 186 9 
5 6 5 11 20 19 7 
91,991 28,246 15,217 4,136 1,336 438 27 
1,541 366 222 86 27 9 Z 
93,532 28612 15,439 4,222 1,363 447 29 
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Notes and Introductions 


California 

Business Licenses.—A. B. 5 imposes 
an annual tax on music vending machines 
the operation of which depends upon the 
insertion of a coin. Any person having 
the title to, possession, control or man- 
agement of any such machine is subject 
to the tax. The rate of tax is not speci- 
fied in the bill. To Revenue and Taxa- 
tion Committee. 


Motor Vehicles.—S. B. 3 amends Sec. 
372 of the Vehicle Code relating to weight 
fees so as to make the $8 fee apply to 
vehicles of 3,800 pounds or more, but less 
than 6,000 pounds. At present the $8 fee 
applies to vehicles of 3,000 pounds or 
more, but less than 6,000 pounds. To 
Transportation Committee. 


Personal Income Taxes.—A. B. 86 
adds Sec. 25.5 to the Personal Income 
Tax Act. The Franchise Tax Commis- 
sioner is authorized to compromise any 
tax or penalty imposed by the Personal 
Income Tax Act, subject to the approval 


of the State Board of Control. To 
Revenue and Taxation Committee. 
Sales Taxes.—S. B. 130 adds Sec. 5.23 


to the Retail Sales Tax Act so as to 
exempt from the sales tax the gross re- 
ceipts from the sales of medicines and 
drugs used in the diagnosis, cure, mitiga- 
tion, treatment, or prevention of disease 
inman. This exemption does not apply 
to any instrument or apparatus. To 
Revenue and Taxation Committee. 


Use Taxes.—S. B. 130 adds Sec. 4.15 
to the Use Tax Act so as to exempt from 
the use tax the storage, use, or other 
consumption in California of medicines 
and drugs used in the diagnosis, cure, 
mitigation, treatment, or prevention of 
disease in man. The exemption does not 
apply to any instrument or apparatus. 
To Revenue and Taxation Committee. 


NDER the above heading, report is 

made of the introduction and progress 
of state tax legislation of importance to 
business interests. The final report will 
be that of enactment, when the bill is 
listed under the caption “approvals.” 
This feature is made possible through 
the facilities of the Commerce Clearing 
House Legislative Reporting Depart- 
ment, which furnishes a twenty-four hour 
reporting service on all subjects for all 
states. A copy of the text of any bill 
reported may be obtained for a service 
charge of one dollar. 


Colorado 


In his biennial message to the Thirty- 
third General Assembly, Governor Carr 
recommended a reorganization of the State 
Government as Colorado’s only hope for 
efficiency and economy. In asking for an 
equalization of taxes, as well as a reduc- 
tion of taxes, he proposed that the state 
building fund levy of 1.18 mills, which 
has five more years to run, be repealed. 
He recommended the reénactment of the 
Service Tax, which is scheduled to ex- 
pire June 30, 1941. 


Tdaho 


The Governor in his initial message to 
the Legislature emphasized economy in 
State expenditures, first advocating spe- 
cifically the necessity for the elimination 
or consolidation of numerous commis- 
sions and agencies, and the taking over 
of their functions by duly elected officials, 
thus eliminating the additional expenses 
incurred heretofore by such non-elective 
boards. 

Second, the elimination of ad valorem 
(real and personal property) taxes, or 
at least a substantial reduction in the 
burdens of such taxation upon property 
owners. 

Third, the finding of new sources of 
revenue to replace the proposed elimina- 
tion of ad valorem taxes, and also to 
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meet the increased expenditures of the 
State necessitated by meeting federal 
grants of funds. As to the latter, local 
opinion is focused upon the possibility 
of the reénactment of a sales tax measure 
which was heretofore defeated upon 
referendum. 


H. B. 6, as introduced, proposes to 
transfer the duties of the Tax Commis- 
sioner (appointive official) to the State 
Auditor, an elective officer of the state. 


Illinois 


The outstanding proposal in regard to 
taxation by the new administration which 
recently assumed office is the elimination 
of foodstuffs from the Retailers’ Occu- 
pation (Sales) Tax. The task of drafting 
such legislation will be difficult since the 
Illinois Supreme Court held the first Act 
invalid because it contained an exemp- 
tion in favor of gasoline and farm produce. 
Any attempt to exempt foodstuffs from 
the present Act will require the utmost 
care to avoid illegal classification. 


Indiana 

Gross Income Taxes.—H. B. 8 amends 
the gross income tax law by changing 
the exemption of retail merchants from 
$3,000 to $20,000. To Ways and Means 
Committee. 


H. B. 14 amends the gross income tax 
law by reducing the rate of tax on retail 
sales from 1% to % of 1%. To Ways 
and Means Committee. 

H. B. 19 provides for the replacement 
of the gross income tax with a graduated 
tax based on retail sales. The rate varies 
from 3/10 of 1% to 2%. The bill allows 
deduction of losses from tax levied. To 
Ways and Means Committee. 


Motor Vehicles.—H. B. 6 provides for 
the repeal of the 1937 tire weight tax for 
commercial motor vehicles. To Judiciary 
Committee. 
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Maryland 

Business Licenses.—S. B. 28 provides 
for annual licensing of vending machines 
for fees from $1 to $10, depending upon 
the amount charged by the machine for 
merchandise. To Finance Committee. 


Gasoline Taxes.—S. PB. 1 provides that 
persons who purchase or acquire gaso- 
line in quantities of more than 500 gal- 
lons and dispose of it for delivery in 
Maryland and who are not required to 
be licensed under the Act as dealers 
must file statements on the thirtieth of 
each month with the Comptroller, giving 
specific information as to receipts, de- 
liveries, quantities, etc. The bill also 
requires railroads and other transpor- 
tation companies to make reports, on the 
twentieth of every month, of motor fuel 
transported. To Finance Committee. 


Insurance Companies.—H. B. 37 pro- 
vides that taxes and fees paid by stock 
and mutual insurance companies and by 
agents, solicitors, brokers and brokers’ 
solicitors under Art. 48, Ann. Code, will 
be in lieu of all other fees, licenses and 
taxes, State, county and municipal, for 
the carrying on of insurance business or 
as occupational taxes. To Insurance and 
Loans Committee. 


Massachusetts 

Business Licenses.—H. B. 315 adds 
three new sections providing for the 
licensing and regulating of the business 
of financing insurance premiums. The 
Bank Commission is empowered to is- 
sue rules and regulations governing the 
rates to be charged and plans and stand- 
ards to be followed; the Commission is 
also to fix the fee for each such license 
not to exceed $100, and is empowered 
to revoke licenses. Penalties and fines 
are provided for violations. To Banks 
and Banking Committee. 


Corporation Excise Taxes.—H. B. 490 


amends Sec. 30(b)(2), Ch. 63, G. L. and. 


Sec. 3, Ch. 181, G. L., by striking out the 
present sections and reénacting sections 
identical except that in the list of for- 
eign corporations subject to taxation 
and the incorporation law are included 
those corporations engaged “in any other 
activity requiring the performance of 
labor.” To Taxation Committee. 


Corporation Fees.—H. B. 38 amends 
Sec. 10, Ch. 168, G. L., as amended, Sec. 
3, Ch. 171, G. L., as amended, and Sec. 9, 
Ch. 176, G. L., by increasing the filing 
fee for articles of incorporation of corpo- 
rations organized under any of the above 
chapters from $5 to $25. To Taxation 
Committee. 


Personal Income Taxes.—H. B. 525 
repeals Sec. 1(g), Ch. 62, G. L., and 
substitutes in lieu thereof the following: 
“No distribution of capital, whether in 
iiquidation or otherwise, shall be tax- 
able as income under this section; but 
no distribution from earnings or profits 








TAX ES—The Tax Magazine 






shall be regarded as capital under this 
provision.” The Act is to be effective as 
of January 1, 1939. To Taxation Com- 
mittee. 


Property Taxes—H. B. 42 repeals 
Sec. 64, Ch. 59, G. L., as amended by 
Sec. 2, Ch. 366, Acts of 1939, and repeals 
Sec. 65B, Ch. 59, as inserted by Sec. 3, 
Ch. 478, Acts of 1938, so that the new 
sections substituted therefor do not con- 
tain a provision making the payment of 
taxes a condition precedent to the right 
of appeal, and amends Sec. 6, Ch. 58A, 
G. L., as amended by Sec. 4, Ch. 478, 
Acts of 1938, to note repeal of Sec. 65B, 
Ch. 59. To Taxation Committee. 

H. B. 311 amends Ch. 62, G. L., by 
inserting Sec. 4A which subjects to local 
taxation certificates of stock, bonds, 
notes and certificates of indebtedness at 
the rate of $4 for every $1,000 of value, 
based on the fair cash value. To Tax- 
ation Committee. 


Calendar of Legislative Sessions 


Jurisdiction Convened Adjourned 


Arizona : PAD BS chia WOLaks 
Arkansas ..... Fan. 13 

California sa. eam 6 

Colorado Jan. 1 

Connecticut Jan. 8 

Delaware eee cee 
Florida aad 
Georgia Jan. 13 

Idaho Jan. 6 

Illinois. ONO Kc eees 
Indiana Jan. 9 

Iowa LS a 2 eee 
Kansas ae nett 
Maine jan. 1 

Maryland Jan.. I 
Massachusetts jan. 1 

Michigan Jan. 1 

Minnesota jan. 7 

Missouri | Sa . eS 
Montana .. .. you 6 

Nebraska Jan. 7 

je WARS 20) sostnbiedtask 
New Hampshire Jan. 1 

New Jersey ..... Jan. 14 

New Mexico Jan. 14 

New York . jan. 3 

North Carolina Jan. 8 

North Dakota tan. 7 

i ee Jan. 6 

Oklahoma ise ee 

Oregon . ios Jam. Ts 
Pennsylvania ... jan. 7 

Rhode Island .. jan. 7 

South Carolina Fan. FA ccc% 
South Dakota Jan. 7 

Tennessee Jan. 6 

Texas cewee am 4 

Utah . a Jan. 13 

Vermont of Jan. 8 
Washington Pate BE ss ochesiate 
West Virginia Jan. 8 

Wisconsin Jan. 8 

Wyoming ...... Jan. 14 


* The Florida Legislature will convene on 
April 8. 
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H. B. 363 amends Ch. 59, G. L., by 
inserting Sec. 38A which provides for 
the prevention of unwarranted increases 
of valuations of real estate by assessors 
where such valuations have been fixed 
by the Appellate Tax Board upon ap- 
peal. To Taxation Committee. 


Michigan 

Motor Vehicles.—S. 8B. 3 provides a 
tate of 50¢ per hundred pounds for the 
registration of each trailer owned and 


used by farmers. To Highways Com- 
mittee. 


Property Taxes.—S. B. 16 amends 
Sec. 3395, C. S. 1929, to remove the 
proviso requiring that a World War 
veteran must have a service-connected 
disability recognized by the veterans’ 
administration before he is entitled to 
the veterans’ homestead exemption. To 
Taxation Committee. 


Property Taxes—Intangibles.—S. Bb 
17 amends the Intangibles Tax Act to 
include a definition of “annuities”; to 
delete the credit allowed for expenses 
incurred in dealing in intangibles; to 
exempt all pensions, whether or not 
received from the Federal Government, 
and to exempt the cash surrender value 
of insurance policies and royalties; to 
allow the Commission greater latitude 
in prescribing forms; to provide for dis- 
tribution of receipts according to town- 
ships instead of counties; to provide for 
quarterly distribution of receipts; and 
to provide that no estate shall be closed 
unless taxes owing under the Act have 
been paid in full. To Taxation Com- 
mittee. 


Nebraska 


Cigarette Taxes.—L. B. 6 amends Sec. 
28-1023, C. S., to provide that no tobacco 
may be delivered to, or received by, any 
person who does not hold a license to 
retail tobacco; and to lower the maxi- 
mum fine from $200 to $100 for general 
violations of the law. 


New York 


Personal Income Taxes.—S. B. 78 
extends to April 15, 1942, time for pay- 
ment of 1940 income taxes and filing of 
returns by persons ordered or inducted 
into military service. The Tax Commis- 
sion may defer filing one year from date 
of discharge from military service after 
April 15, 1942. To Taxation Committee. 


Sales Taxes.—S. B. 65 imposes a 3% 
tax on gross receipts from retail sales, 
services and facilities; exempts food- 
stuffs and dairy feeds, motor fuel, serv- 
ices of banks and hospitals; increases 
first registration fee for motor vehicles 
by 3% of sales price; imposes % cent 
tax for each 10 cents on admission fees 
over 50 cents. To Taxation Committee 
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Ohio 

The Governor has revealed to leading 
members of the Ohio Legislature that 
new or increased taxes will not be sought 
by him to meet the costs of government. 
However, the Governor is relying upon 
the Legislature to continue the present 
tax on cigarettes and liquid fuels, along 
with the .65% excise tax on public utili- 
ties, all of which are destined to expire 
during this calendar year. From the 
attitude of the Legislature during the 
past years it appears quite evident that 
these taxes will be reénacted as they 
exist today. 


Oklahoma 


Gross Production Taxes.—H. B. 28 
amends paragraph 1 of Sec. 12434, O. S. 
1931, as amended, by increasing the rate 
of tax on the gross value of the pro- 
duction of petroleum or other crude oil, 
mineral oil or gas from 5% to 7%. To 
Revenue and Taxation Committee. 


Motor Vehicles.—H. B. 7 repeals Art. 
9, Ch. 50 S. L. 1937, and subjects farm 
tractors to all ad valorem taxes now 
imposed on other personal property. To 
Revenue and Taxation Committee. 


Property Taxes.—S. J. R. 1 and H.J.R. 
4 propose a constitutional amendment to 
be submitted as ArticleXII-B to the 
voters, for approval or rejection, which 
provides for a graduated land tax on 
holdings in excess of 640 acres with a 
graduated rate of tax depending on the 
amount of acreage owned. Funds thus 
raised are to go to State Old Age Se- 
curity. To Constitutional Amendment 
Committees. 


Rhode Island 


Property Taxes.—H. B. 515 changes 
the interest rate on delinquent property 
taxes from not less than 6 nor more 


Employees’ Trust without Formal 
Trust Instrument 


I. T. 34361 holds that a pension plan may meet the 
exemption requirements of Sec. 165 of the Code * even 
though there is no formal trust instrument. 

The ruling states the test to be whether the em- 
ployer has placed the fund absolutely in the hands of 
trustees and beyond his power to recall it, and whether 
the employees have such a vested right in the fund 


17. R. B. 1940-52-10531; 413 CCH { 6131. 
71 CCH f 1803. 


than 12 per cent per annum, to not less 
than 6 per cent per annum. 


South Dakota 


Property Taxes.—H. B. 7 provides for 
an exemption from general taxation of 
homestead real property in the amount 
of $1,000 assessed valuation. To Tax- 
ation Committee. 


Sales Taxes.—H. B. 1 amends Sec. 
57.3201, Code of 1939, by reducing the 
rate of tax to 2% upon gross receipts 
from all sales of tangible personal prop- 
erty, consisting of goods, wares or mer- 
chandise, and upon gross receipts from 
all sales, furnishing or service of gas, 
electricity, water and communication 
service; and continuing a 3% tax on 
gross receipts from all sales of admis- 
sion tickets to amusements or athletic 
events. To Taxation Committee. 


Tennessee 


Property Taxes.—S. B. 27 exempts 
from property taxes all the real and per- 
sonal property of non-profit corporations 
or associations devoted exclusively to 
civic and public welfare purposes for 
which no rentals are charged, and which 
is being used in part or wholly by the 
Federal, State, County or Municipal 
Governments. To Judiciary Committee. 


Soft Drinks.—S. B. 12 imposes a privi- 
lege tax at the rate of 7 cents per gallon 
on soft drinks stored, bottled or manu- 
factured in Tennessee. This tax is in 
addition to existing taxes on soft drinks. 
Persons, firms or corporations engaged 
in the business of storing, bottling or 
manufacturing soft drinks would be re- 
quired to register their names at the 
office of the Commissioner of Finance 
and Taxation and pay a registration fee 
of $1. To Finance Ways and Means 
Committee. 
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Texas 


The Forty-seventh Legislature con- 
vened on January 14, 1941, but there 
have been no bills of immediate tax 
interest introduced to date. A proposed 
delinquent tax bill is to be introduced 
at this session. Penalties, except 6% 
interest from date of delinquency to date 
of payment, tax suits and cost of tax 
suits are to be abolished. Installment 
payment of delinquent taxes, transfer of 
tax liens, and grouping of taxes due all 
subdivisions of the State are provided 
for and a plat and abstract record, pre- 
pared under the leadership of State of- 
ficials, is to be installed. Proponents of 
the bill estimate that if it is enacted into 
law, it should decrease the property tax 
of all property owners from 8% to 15%, 


Another bill of interest to Texas tax- 
payers, now being prepared for intro- 
duction. would increase the gross receipts 
tax on crude oil production from 234¢ 
per barrel to 5¢ per barrel and would 
levy a tax on natural gas production of 
1¢ per 1,000 cubic feet (the present law 
levies a tax of 3% of the market value 
of the gas produced or saved in the 
State). 


Wyoming 

With the convening of the Legislature 
for the 1941 Regular Session on January 
14, a complete revision of the State’s 
tax structure was asked. Governor 
Smith’s proposal to replace the 2 per cent 
sales tax with a gross receipts tax of 
1% to 2 per cent has elicited much dis- 
cussion among merchants. The Govern- 
or’s proposed gross receipts tax already 
has been drafted into a bill for submission 
to the Legislature early in the session. 
During the 1939 session, Governor Smith 
sought unsuccessfully to eliminate food- 
stuffs from the sales tax law. 


that they may demand that it be administered for 


and in their behalf. 
recognizes that there is a true trust relationship be- 
tween the trustee and beneficiaries. 
sidered, it was found that taxpayer had effectively 
parted with title to the fund; that it had no right to 
the fund except a possibility of reversion upon liquida- 
tion of the fund, provided all liabilities to the em- 
ployees under the plan have been met; and that the 
participants had the right to demand that the fund be 


If such facts exist, the ruling 


In the case con- 


administered according to the terms and conditions 


of the pension plan and agreement. 























































































































































































































































































































































STATE TAX CALENDAR 


1941 MARCH _ 1941 


SUN. MON, TUE. WED. THU. FRI. SAT. 








«n €£P &€D CP KD KD 1 


234567 8 
9 1011 12 13 1415 
16 17 18 19 20 21 22 
30 *“n 25 26 27 28 29 


ALABAMA 
March 1 
Automobile dealers’ reports due. 
Insurance company premiums tax reports 
and payment due. 
Last day to make freight line license tax 
reports. 
Last day to make public utility property 
tax report. 
March 10—— 
Automobile dealers’ reports due. 
Oil and gas conservation tax due. 
Tobacco use taxes and reports due. 
Mareh 15—— 
Carriers’, warehouses’ and_ transporters’ 
gasoline tax reports due. 
Carriers’, warehouses’ and _ transporters’ 
lubricating oils tax reports due. 
Income tax information returns due. 
Income tax return and (first installment) 
tax due. 
Last day to make franchise tax report. 
Motor carriers’ mileage reports and taxes 
due, 
March 20 
Automobile dealers’ reports due. 
Coal and iron ore mining tax reports and 
payment due. 
Lubricating oils tax reports and payment 
due. 
Motor fuel tax reports and payment due. 
Sales tax reports and payments due. 








ARIZONA 





March 1 
Insurance company premiums tax reports 
and payment due. 
March 5—— 
Alcoholic beverage licensee’s reports due. 
March—First Monday 
Bank share installment due. 
Property tax (semi-annual 
due, 





installment) 


March 15—— 


Gasoline tax reports and payment due. 

Gross income tax reports and payment due. 

Income tax information returns due. 

Income tax returns and tax (first install- 
ment) due. 

Motor carriers’ reports and taxes due. 


March 25—— 
Motor fuel carriers’ reports due. 


ARKANSAS 
March 1 
Franchise tax reports due. 
Insurance company premiums’ taxes and 
reports due. 
Public utility property tax returns due. 












Ze 


March 10—— 
Alcoholic beverage reports and taxes due. 
Severance taxes and reports due. 
Statement of purchases of natural re- 

sources due. 

March 15—— 

Sales tax reports and payment due. 

Wholesalers’ light wine and beer purchase 
reports due. 

Wine manufacturers’ reports and taxes 
due. 

March 20—— 

Gasoline tax reports and payment due. 


CALIFORNIA 
March 1—— 
Gasoline tax due. 
March—First Monday—— 
Property tax reports due. 
March 15—— 
Bank and corporation franchise tax returns 
and first installment of tax due. 
Corporation income tax returns and first 
installment due. 
Gasoline tax reports due. 
Reports due from express and railroad 
companies transmitting money. 
Use fuel taxes and reports due. 
March 20—— 
Beer and wine reports and taxes due. 
Motor carriers’ gross receipts tax due. 
March 31 
Mine owners’ reports due. 





COLORADO 
March 1—— 
Insurance company premiums taxes and 
reports due. 
March 5—— 
Motor carriers’ taxes due. 
March 10—— 
Motor Carriers’ reports due. 
March 15—— 
Coal mine owners’ reports due. 
Coal tonnage tax reports due. 
Franchise tax reports due. 
Sales tax reports and payment due. 
Service tax reports and payment due. 
Use tax reports and payment due. 
March 25—— 
Gasoline tax reports and payment due. 


CONNECTICUT 


March 1—— 
Gasoline tax due. 


Insurance company premiums tax reports 


due. 
Motor bus corporation reports due. 
Motor vehicle registration fees due. 
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March 15—— 
Gasoline tax reports due. 
Unincorporated business 

taxes and reports due. 

March 20—— 

Alcoholic beverage taxes and reports due. 


March 29—— 
Reports and fees due from corporations or- 
ganized between January 1 and June 30. 
March 31—— 
Cigarette distributors’ reports due. 
Electric, gas, power, water, railroad and 
street railway corporation tax returns 
due. 
Public service company reports due. 


income 


gross 


DELAWARE 

March 1—— 

Insurance company premiums taxes and 
reports due. 

March 15—— 

Alcoholic beverage manufacturers’ and im- 
porters’ reports due. 

Filling stations’ gasoline tax reports due. 

Income tax information returns due. 

Income tax returns and tax (first install- 
ment) due. 

March 31 
Carriers’ gasoline tax reports due. 
Distributors’ gasoline taxes and reports 

due. 





DISTRICT OF COLUMBIA 


March 1—— 

Domestic and foreign insurance company 
reports due. 

Insurance company premiums taxes due. 

March 10—— 

Licensed manufacturers and wholesalers of 
beer—reports due. 

Licensed manufacturers, wholesalers and 
retailers of alcoholic beverages—reports 
due. 

March 15—— 

Beer tax due. 


March 31 

Bank gross earnings tax due. 

Gasoline taxes and reports due. 

Last day to pay semi-annual installment 
of property tax. 

Last day to pay semi-annual installment 
of public utility tax. 

Motor vehicle registration and fees due. 





FLORIDA 
March 1—— 
Insurance company premiums tax due. 
March 10—— 
Manufacturers’ and dealers’ alcoholic bev- 
erage taxes and reports due. 
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Mareh 15— 

Carriers’ gasoline tax reports due. 

Chain store gross receipts taxes and re- 
ports due. 

Electric, gas, light, heat, power, telegraph 
and telephone company reports and taxes 
due. 

Gasoline taxes and reports due. 

Motor vehicle fuel use taxes and reports 
due. 

Transporters’ and carriers’ alcoholic bev- 
erage reports due. 


GEORGIA 
March 1—— 
Public utility franchise tax (property tax) 
reports due. 
Railroads’ property tax returns due. 
March 10 
Tobacco wholesale dealers’ reports due. 


March 15— 
Income tax information returns due. 
Income tax returns and tax (first install- 
ment) due. 
Intangible personal property returns due. 
Malt beverage taxes and reports due. 


March 20—— 
Gasoline taxes and reports due. 





IDAHO 
March 1—— 
Insurance company premiums tax returns 
due. 
March 9—— 


Motor carriers’ gross revenue reports due. 


March 10 
Beer dealers’ reports due, 


March 15—— 
Electric power company taxes and reports 
due. 
Gasoline taxes and reports due. 
Income tax returns and tax (first install- 
ment) due. 
March 31—— 
Last day for express companies to pay tax. 
Motor vehicle registration fees due. 





ILLINOIS 
March 10—— 
Motor carriers’ mileage tax due. 
Mareh 15— 
Last day to make alcoholic beverage re- 
ports. 
Public utility taxes and reports due. 
Sales taxes and reports due. 


Warehousemen’s alcoholic beverage re- 
ports due. 
March 20—— 
Gasoline taxes and reports due. 
March 30—— 


Transporters’ gasoline tax reports due. 


INDIANA 
March 1—— 
Insurance company premium returns due. 


March 15—— 
Bank and trust company intangibles tax 
reports due. 
Bank share tax reports due. 
Carriers’ gasoline tax reports due. 


March 20—— 
Bank and trust company intangibles tax 
due. 
Bank share tax due. 
Building and loan associations’ intangibles 
taxes and reports due, 


March 25—— 
Gasoline tax reports. 


IOWA 
March 1—— 
Bank share tax (first installment) due. 
Last day for express companies to pay 
property taxes. 
First installment of property tax due. 
Insurance company premiums tax returns 
and payment due. - 





STATE TAX CALENDAR 


March 10—— 
Carriers’ gasoline tax reports due. 
Cigarette vendors’ reports due. 
Class A beer permittees’ reports and pay- 
ment due. 
March 20—— 
Gasoline tax reports and payment due. 
March 31—— 
Income tax information returns due. 
Income tax returns and tax (first install- 
ment) due. 


KANSAS 
March 1—— 


Income tax information returns due. 

Insurance company premiums taxes due. 

Private car company reports due. 

Railroad company returns of tax withheld 
from private car companies due, 


March 10. 
Malt beverage tax reports and payment 
due. 
March 15—— 
Carriers’ gasoline tax reports due. 
Compensating taxes and reports due. 
Motor carriers’ gross ton mileage taxes and 





reports due. 
March 20—— 
Railroad, telegraph, telephone, pipe-line 


and electric power company returns due. 
Sales taxes and reports due. 


March 25—— 
Gasoline tax reports and payment due. 
March 31—— 


Franchise tax returns and taxes due. 
Last day to make bank share reports. 





KENTUCKY 


March 1—— 


Bank share tax due. 
Insurance company (other than life) pre- 
miums taxes and returns due. 
Motor vehicle registration fees due. 
Property tax due. 
March 10—— 
Alcoholic beverage reports due. 
Amusement and entertainment taxes and 
reports due. 
Refiners’ and importers’ gasoline tax re- 
ports due. 
March 15—— 
Income tax information returns due. 
Motor vehicle fuel (other than gasoline) 
tax reports and payment due. 
Passenger carriers’ mileage tax due. 
March 20—— 
Oil production taxes and reports due. 


March 31 


Dealers’ and transporters’ gasoline tax re- 
ports and payment due. 

Last day for public utilities to make fran- 
chise tax reports. 

Public utility property tax returns due. 





LOUISIANA 
March 1——- 


Chain store tax due before this date. 

Insurance company premiums taxes and 
reports due. 

License taxes delinquent. 

Manufacturing or industrial plant reports 
and mercantile and railroad car company 
property tax reports due. 

Wholesalers’ tobacco reports due. 
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March 10—— 
Importers’ gasoline taxes and reports due. 
Importers’ kerosene taxes and reports due. 
Importers’ lubricating oils reports due. 
Light wine and beer importers’ reports 
due. 
Oyster tax reports due. 


Mareh 15—— 
Carriers’ gasoline tax reports due. 
Carriers’ kerosene tax reports due. 
Carriers’ light wine and beer reports due. 
Carriers’ lubricating oils reports due. 
Intoxicating liquor manufacturers’ and 
dealers’ reports due. 
Wholesalers’ tobacco tax reports due. 


March 20—— 
Dealers’ gasoline taxes and reports due. 
Dealers’ kerosene taxes and reports due. 
Fuel use tax reports and payment due. 
Light wine and beer manufacturers’ and 
dealers’ taxes and reports due. 
Lubricating oils tax due; dealers’ reports 
due. 
New Orleans sales and use taxes and re- 
ports due. 
Petroleum solvents reports due. 
March 31—— 
Public utility supervision and inspection 
reports due. 
Severance tax reports and payment due on 
salt from brine. 


MAINE 

March 1—— 

Foreign corporation license fees due. 

Gasoline tax due. 

Motor vehicle registration fees due. 
March 10—— 

Reports due from manufacturers and 

wholesalers of malt beverages. 

March 15—— 

Gasoline tax reports due. 





MARYLAND 
March 1 
Insurance company premiums tax delin- 
quent. 
March 10 





Admissions taxes due. 


March 15—— 
Bank share tax reports due. 
Corporation property tax returns due. 
Distilled spirits property tax due. 
Franchise tax reports due from domestic 
ordinary corporations and from foreign 
corporations based on capital. 
Income tax returns and payment due. 
Utility gross receipts franchise tax reports 
due. 
March 31—— 
Beer taxes and reports due. 
Gasoline taxes and reports due. 
Motor vehicle registration fees due. 


MASSACHUSETTS 

March 1—— 

Income tax information returns due. 

Personal income tax return and tax (first 

installment) due. 

March 10—— 

Alcoholic beverage taxes and reports due. 
March 15—— 

Cigarette distributors’ taxes and reports 


due. 
March 31—— 
Gasoline taxes and reports due. 
MICHIGAN 
March 1—— 
“— and oil severance taxes and reports 
ue, 


Intangibles tax returns and payment due. 
Last day to pay property taxes without 
interest charges. 
March 5—— 
Carriers’ gasoline tax reports due, 
March 15—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 
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March 20—— 
Distributors’ gasoline tax reports and pay- 
ment due. 
Gas and oil severance taxes and reports 
delinquent, 



































MINNESOTA 





March 1—— 
Bank share tax due. 
Income tax information returns by public 
officials due. 
Insurance company premiums tax reports 
due. 
Iron severance tax reports due from op- 
erators. 
Personal property tax due. 
Public utilities (except railroads) gross 
earnings tax due. 
March 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage reports due. 
March 15—— 
Income tax information returns due. 
Income tax returns and tax (first install- 
ment) due. 
Interstate motor carriers’ mileage tax due. 
March 25—— 
Gasoline tax due. 









































































































































MISSISSIPPI 








March 1 
Domestic insurance company premiums 
taxes and reports due. 
March 5—— 
Factory reports due. 
March 10—— 
Admissions taxes and reports due, 
March 15— 
Gasoline tax reports and payment due. 
Income tax information returns due. 
Income tax returns and tax (first install- 
ment) due. 
Manufacturers, distributors and whole- 
salers of tobacco—reports due. 
Retailers, wholesalers and distributors of 
light wines and beer—reports due. 
Sales tax reports and payment due. 
Timber severance taxes and reports due. 
Use tax reports and payment due. 






































































MISSOURI 








March 1—— 
Annual sales tax and reports due. 
Factory reports due. 
Franchise tax reports due. 
Income tax information returns due. 
Insurance company premiums tax reports 
due. 
March 5—— 
Non-intoxicating beer permittees’ reports 
due. 
March 15— 
Gasoline tax reports due. 
Income tax returns due. 
Retail sales tax reports and payment due. 
March 25—— 
Gasoline tax due. 
March 30—— 
Soft drinks tax reports and payment due. 
































































































































MONTANA 








March 1—— 

Corporation reports due. 

Foreign corporation reports due. 

Income (corporation license) tax returns 
due. 

Insurance company premiums tax reports 
due. 

Sleeping car company reports due. 

March—First Monday—— 

Telegraph, telephone, electric power or 
transmission line, canal, ditch and flume 
company property tax returns due. 

March 15—— 

Brewers’ and liquor wholesalers’ taxes and 
reports due. 

Electric company reports and taxes due. 

Gasoline taxes and reports due. 

Income tax information returns due. 
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March 20—— 
Crude petroleum producers’, transporters’, 
dealers’ and refiners’ reports due. 
March 31— 
Insurance company licenses expire. 
Mine returns due 


NEBRASKA 
March 1—— 
Insurance company premiums, tax reports 
and foreign company payments due. 
March 15—— 
Alcoholic beverage manufacturers’ and 
wholesale distributors’ reports due. 
Gasoline taxes and reports due. 
Imitation butter reports and taxes due. 


NEVADA 
March 1—— 
Annual statements of foreign corporations 
due. 
Insurance company premiums tax reports 
due. 


March 15—— 
Carriers’ gasoline tax reports due. 
March 25—— 


Dealers’ gasoline tax reports and payment 
due. 


Fuel users’ tax reports and payment due. 


NEW HAMPSHIRE 
March 1—— 
Foreign insurance company premiums tax 
reports due. 
Gasoline tax due. 
March 10—— 
Alcoholic beverage taxes and reports due. 
















March 15—— 
Gasoline tax reports due. 
Personal income tax returns due. 
March 31—— 
Motor carriers’ registration and fees due. 
Motor vehicle registration and fees due. 


NEW JERSEY 
March 1—— 

Foreign insurance companies (except life) 
reports due. 

Railroad and canal company reports due. 

March 10—— 

Excise tax reports and payment due by 
interstate busses. 

Gross receipts tax reports and payment due 
by busses and jitneys in municipalities. 

March 15—— 

Alcoholic beverage reports and taxes due 
by manufacturers, distributors, trans- 
porters, warehousemen and importers. 

March 20—— 

Alcoholic beverage retail consumption and 

distribution taxes and reports due. 
March 30—— 

Carriers’ gasoline tax reports due. 

March 31 

Distributors’ gasoline taxes and reports 
due. 





NEW MEXICO 
March 1—— 
Insurance company premiums taxes 
Last day to file property tax returns. 
March 2—— 
Motor vehicle registration fees due. 
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March 15— 
Franchise tax reports due. 
Occupational gross income tax reports and 
payment due. 
Oil and gas conservation reports due. 
Severance taxes and reports due. 
March 20—— 
Motor carriers’ reports and taxes due. 
March 25—— 
Gasoline taxes and reports due. 


Use or compensating taxes and reports 
due. 


NEW YORK 
March 1—— 

Insurance company reports due. 

Last day for transport and transmission 
company primary tax reports and pay- 
ment due. 

Real estate, holding and codéperative agri- 
cultural corporation franchise tax and 
reports due. 

March 20—— 
Alcoholic beverage taxes and reports due. 
March 25—— 

Additional public utility taxes and reports 
due. 

New York City conduit company taxes and 
reports due. 

New York City public utility excise taxes 
and returns due. 

March 31 

Gasoline taxes and reports due. 





NORTH CAROLINA 
March 1—— 
Firemen’s Relief Fund tax reports due. 
March 10—— 
Carriers’ gasoline tax reports due. 
March 15—— 
Income tax information returns due. 


Income tax returns and tax (first install- 
ment) due. 
Intangible personal property tax due. 
Sales taxes and reports due. 
Spirituous liquor tax due. 
March 20—— 
Distributors’ gasoline tax and reports due. 


NORTH DAKOTA 
March 1—— 
Personal property tax due. 
Real property tax (semi-annual install- 
ment) due. 
March 15—— 
Alcoholic beverage transactions tax reports 
and payment due. 
Gasoline tax reports and payment due. 
Income tax returns and tax (first install- 
ment) due. 


Interstate motor carriers’ tax due. 


OHIO 
March 1—— 
Foreign insurance company premiums tax 
due. 


Last day to make insurance company pre- 
miums tax reports. 

Utility company returns due—except motor 
transportation, sleeping car, freight line 
and equipment companies. 


March 10—— 


Admissions tax reports and payment due. 
Alcoholic beverage reports due from Class 
A and B permittees. 


March—Second Monday—— 


Bank share tax reports due. 


Last day for deposits report of financial 
institutions. 


Reports due from dealers in intangibles. 
March 15—— 

Cigarette use tax and reports due. 
March 20—— 

Dealers’ gasoline tax reports due. 
March 30—— 
Carriers’ gasoline tax reports due, 
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March 31—— 


Annual statement due from foreign cor- 
porations. 

Gasoline tax due. 

Grain handling tax (semi-annual install- 
ment) due. 

Last day for filing franchise tax reports. 

Last day to make property tax returns. 

Tangible and intangible personal property 
tax (semi-annual installment) due. 


OKLAHOMA 
March 1—— 

Express company reports due. 

Last day to list intangible property (except 
that of railroads and public service cor- 
porations). 

Oil, gas and mineral gross production re- 
ports and payment due. 

Property tax installment due. 

Property tax returns due. 

March 5—— 

Operators’ reports of mines (other than 

coal) due. 
March 10—— 

Airports’ gross receipts reports and taxes 
due. 

Alcoholic beverage tax reports and pay- 
ment due. 

March 15—— 

Gasoline taxes and reports due. 

Income tax returns and tax (first install- 
ment) due. 

Sales tax reports and payment due. 

March 20—— 

Coal mine operators’ reports due. 

Diesel fuel oil tax reports and payment 

due, 

Use tax reports and payment due. 


OREGON 
March 1—— 
Motor carriers’ reports and taxes due. 
March 10—— 
Oil production tax reports and payment 
due. 
March 20—— 
Alcoholic beverage tax reports and pay- 
ment due. 
Gasoline tax reports and payment due. 
Motor carrier brokers’ and forwarders’ re- 
ports and taxes due. 
Motor carriers’ taxes and reports delin- 
quent. 


PENNSYLVANIA 
March 10—— 
Malt beverage reports due. 
Spirituous and vinous liquor importers’ re- 
ports due. 
Mareh 15—— 
Capital stock tax returns and payment due. 
Corporate loans tax returns and payment 


due. 
Corporation bonus reports and payment 
due, 
Employers’ returns of tax withheld at 


source due under Philadelphia income 
tax law. 

Franchise tax reports and payment due. 

Insurance company premiums tax reports 
and payment due. 

Manufacturers’ alcoholic beverage tax re- 
ports and payment due. 

Philadelphia income tax returns and tax 
(first installment) due. 

March 31—— 
Gasoline tax reports and payment due. 
Motor vehicle registration fees due. 


RHODE ISLAND 

March 1—— 

Corporate excess tax returns due. 

Franchise tax reports due. 

Public utility reports due. 
March 10—— 

Manufacturers’ alcoholic beverage reports 

due. 

Tobacco products tax reports due. 
March 15—— 
Gasoline taxes and reports due. 


STATE TAX CALENDAR 


SOUTH CAROLINA 


March 1—— 
Fire insurance company premiums tax re- 
turns and payment due. 
Personal property tax returns due. 


March 10—— 
Admissions tax reports and payment due. 
Beer and wine wholesalers’ reports due. 
Last day to make power tax return and 
payment. 


March 15—— 
Income tax information returns due. 
Income tax returns and payment due. 
Motor fuel tax reports and payment due. 


March 20—— 
Gasoline tax reports and payment due. 


SOUTH DAKOTA 


March 1—— 
Last day to make reports and pay insur- 
ance company premiums tax. 
Passenger motor carriers’ taxes due. 


March 15—— 
Alcoholic beverage sales reports due. 
Gasoline tax reports due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 


March 31—— 

Bank excise income tax returns and pay- 
ment due. 

Income tax information returns due, 

Income tax returns and tax (first install- 
ment) due. 

Last day for payment of private car line 
property tax. 

Motor vehicle registration and fees due. 





TENNESSEE 


March 1—— 
Bank share tax delinquent. 
Cottonseed oil mills’ reports due during 
month. 
March 10—— 
Barrel tax on beer due. 
Carriers’ gasoline tax reports due. 
Last day to make alcoholic beverage re- 
ports. 
March 15—— 
Stock and bond income tax returns and 
payment due. 


March 20—— 
Distributors’ gasoline tax reports and pay- 
ment due. 
TEXAS 
March 1—— 


Insurance company premiums tax reports 
and payment due. 

Public utility intangibles tax reports due. 
March 15— 

Last day for filing franchise tax reports. 

Oleomargarine taxes and reports due. 
March 20—— 

Gasoline tax reports and payment due. 


March 25—— 
Carbon black production tax reports and 
payment due. 
Natural gas production taxes and reports 
due. 
Oil production taxes and reports due. 
Theatre prize and awards taxes and re- 


ports due. 
UTAH 
March 1—— 
Insurance company premiums tax reports 
due. 
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March 10—— 
Carriers’ gasoline tax reports due. 
Liquor licensees’ reports due. 
March 15—— 
Distributors’ and retailers’ gasoline taxes 
and reports due. 
Excise (income) tax returns and tax (first 
installment) due. 
Individual income tax returns and pay- 
ment due. 
Sales tax returns and payment due. 
Use tax returns and payment due. 
March 31—— 
Insurance company premiums tax due. 


VERMONT 
March 1—— 
Annual corporation reports due. 
Corporation license taxes and reports due. 
March 10—— 
Alcoholic beverage taxes and reports due. 


March 15—— 
Electric light and power company taxes 
and reports due. 
Individual income tax returns and tax 
(first installment) due. 
March 31—— 
Gasoline tax reports and payment due. 


VIRGINIA 
March 1—— 
Annual registration fees due. 
Certified motor carriers’ property tax re- 
turns due. 
Franchise tax due. 
Insurance company premiums tax returns 
due. 
March 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
reports due. 
March 20—— 
Gasoline taxes and reports due. 


WASHINGTON 


March 1—— 
Insurance gross premiums taxes due. 


March 10—— 
Malt products brewers’ and manufacturers’ 
reports due. 
March 15—— 
Admissions taxes and reports due. 
Butter substitutes tax reports and payment 
due. 
Gasoline tax reports and payment due. 
Gross income tax returns and payment 
due. 
Public utility gross operating taxes and re- 
ports due. 
Public utility property tax returns due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 


WEST VIRGINIA 
March 1—— 
Beer tax reports due. 
Insurance company premiums taxes and 
reports due. 
March 10—— 
Alcoholic beverage taxes and reports due. 
March 15—— 
Personal income tax information returns 
due. 
Sales tax reports and payment due. 
March 30—— 
Gasoline tax reports and payment due. 


WISCONSIN 
March 1—— 
Electric codperative association tax re- 
ports due. 
Insurance company premiums taxes and re- 
ports due. 


Telephone company gross receipts reports 
and taxes due. 
Transportation company gasoline tax re- 
ports due. 
March 10—— 
Intoxicating liquor and wine tax reports 
due. 
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March 15—— 
Alcoholic beverage tax reports due. 
Income tax information returns due. 
Income tax returns and tax (first install- 
ment) due. 
Railroad, telegraph, sleeping car and ex- 
press company property tax reports due. 
Tobacco products tax returns due. 
March 20 
Diesel fuel taxes and reports due. 
Gasoline taxes and reports due. 





WYOMING 
March 1 
Express company gross receipts tax re- 
ports due. 
Last day to make insurance company pre- 
miums tax reports. 
Mileage statements due from railroads and 
car companies. 
March 10 
Carriers’ gasoline tax reports due, 
March 15—— 
Gasoline tax reports and payment due. 
Sales tax reports and payment due, 
Use tax reports and payment due. 
March 20 
Motor carriers’ taxes and reports, due. 
March 30 
Last day to pay insurance company pre- 
miums tax. 














FEDERAL TAX CALENDAR 


March 15—— 

Corporation income tax and declared value 
excess profits tax return due for year 
ended December 31. Form 1120 declared 
value. 

Entire income-excess profits tax or first 
quarterly installment due on returns for 
year ended December 31. Forms 1040, 
1041, 1120, 1120H, 1120L. 

Entire income tax or first and second quar- 
terly installments due under general ex- 
tension (citizens abroad, etc.) for fiscal 


Talking Shop 


[Concluded from page 106.] 
ingenuity, as well as stapling machines and paste. But 
you can do it. And the more facts stated in the first place, 
while they are hot, the fewer you will have to search 


for three years later when a 


around to check up. 


working papers. 


revenue 
If for any reason you do not 
want to put it in a return at least have it on your 
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year ended September 30, with interest 
at 6% from December 15 on first install- 
ment. Form 1040, 1120, or 1120A. 

Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
for fiscal year ended September 30. 
Forms 1040, 1120NB. 

Excess profits return and full payment or 
first quarterly installment due for cal- 
endar year 1940. Form 1121. 

Fiduciary income tax return due for year 
ended December 31. Form 1041. 

Foreign partnership return of income due 
by general extension for fiscal year ended 
September 30. Form 1065. 

Gift tax returns and payment due on gift 
of more than $4,000 (or regardless of 
value in case of gift in trust or of a 
future interest in property) made during 
1940. Forms (Donor) 709, (Donee) 710. 

Individual income tax return due by gen- 
eral extension for fiscal year ended 

September 30, in case of American citizens 
abroad. Form 1040. 

Individual income tax return due for fiscal 
year ended December 31. Form 1040. 
Last quarterly income tax payment due on 
returns of nonresidents for year ended 
December $1, 1939, Forms 1040B, 

1040NB, 1040NB-a, 1120NB. 

Life insurance company income tax returns 
due for year ended December 31. Form 
1120L. 

Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for February. 
Form 957. 

Nonresident alien individual income tax 
return due for fiscal year ended Septem- 
ber 30. Form 1040B. 


Nonresident alien individual income tax 
return due (no U. S. business or office) 
for fiscal year ended September 30. Form 
1040NB. 

Nonresident foreign corporation income 
tax return due for fiscal year ended 
September 30. Form 1120NB. 


to the institution. 


man comes 


not paid the man for services, or merchat.dise. 
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Partnership return of income due for year 
ended December 31. Form 1065. 

Personal holding company returns due for 
calendar year 1940. Form 1120H. 

Resident foreign corporations and domes- 
tic corporations with business and books 
abroad or principal income from U. §, 
possessions—returns due for fiscal year 
ended September 30, by general exten- 
sion. Forms 1120 and 1120A. 

Second quarterly income-excess profits tax 
payment due for fiscal year ended Sep- 
tember 30. Forms 1040, 1041, 1120, 1120A, 
1120H, 1120L. 

Second quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended June 30. Forms 1040B, 1120NB. 

Stockbrokers’ monthly return of stamp ac- 
count due for February. Form 838. 

Third quarterly income-excess profits tax 
payment due for fiscal year ended June 
30. Forms 1040, 1041, 1120, 1120A, 1120H, 
1120L. 

Unjust enrichment tax return and full pay- 
ment or first quarterly installment of 
tax due. 

March 20—— 

Monthly information return of ownership 
certificates and income tax to be paid at 
source on bonds due for February. Form 
1012, 

March 31—— 

Admissions, dues and safety deposit box 
rentals tax due for February. Form 729. 

Excise taxes on electrical energy, telegraph 
and telephone facilities and transporta- 
tion of oil by pipe line due for February. 
Form 726. 

Excise taxes on lubricating oils, fancy 
wooden matches, and gasoline due fo: 
February. Form 726. 

Excise taxes on sales due for February. 
Form 728. 

Processing taxes on oils due for February. 
Form 932, 

Sugar (manufactured) tax due for Feb- 
ruary. Form 1 (Sugar). 


Never make them to an individual. 


If he is not honest, you have lost your charitable con- 
tribution allowance and substituted a loss not com 
pensated for by insurance. 


If he is honest, you still 


have no evidence, in the check, that the money was 


Some 


people think they cover themselves by writing “Treas 
urer” after the man’s name. 


How about the man who 


Feb 

















Another bad stumbling block is Contributions. <A 
slightly cynical revenue agent told us about ten years 
ago that if all the contributions claimed on tax re- 
turns were actually made in cash, no charity drives 
would be needed for years. The need for stating the 
complete and correct name of charitable institutions, 
and the address, is urgent for the taxpayer. Revenue 
men are no longer merely cynical about this matter. 
They are, under orders, downright hard-boiled about 
it. And we for one, while we dislike many Treasury 
methods, concur in this. It is despicable for a woman 
to claim fifty dollars for church plate contributions 
when she has not been in church but once in the year 
and then dropped in a dime. 

A word of warning, based on mere auditing pre- 


cautions, may help you tax-wise. Make out checks 


is simultaneously treasurer of a business corporation, 
his lodge and a church? Put down the name of the 
institution—in full, and see that it is so endorsed when 


the check clears the bank. 


Late Flashes 


What kind of fountain pen do you use? Read the 
Sheaffer case, a BTA memo decision of December 10, 
1940 (413 CCH § 7116-A). We can recall when Jess 
Philbin was a star football player. He was better at 
bucking a line than bucking the Commissioner of 


Internal Revenue. The BTA in a memo decision on 


December 11 threw him for a loss (413 CCH { 7116-H). 


Enlarge your vocabulary! Read the special ruling 
published at 413 CCH § 6115. “Usufructary” and 
“tutrix” will drive you to the dictionary if not to drink. 
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Inflationary Dangers of 
the Public Debt and Tax System 
[Concluded from page 74.] 


of deficit finance was launched. Circumstances in 
general were favorable to the government bond mar- 
ket,—witness the ebb of private demand for funds, 
easy money conditions, tax exemption, favorable bank- 
ing legislation and other factors. A change in under- 
lying conditions might, however, completely reverse the 
outlook of the bond market. Government borrowing 
might become most costly and issues more difficult to 
place. 

The development of a strong and self-sustained 
recovery movement would alter the scene consider- 
ably. Business demand for investment funds and 
credit would press on the available supply, interest 
rates would rise and bond prices decline. But there 
is no reason to suppose that under such conditions 
the government would find itself in need of further 
funds; rather, the matter would be one of maintaining 
existing bond values. A decline in bond prices might 
be accentuated by the liquidation of bond holdings 
by holders who now want to change to higher yield 
securities, that is particularly by commercial banks 
who tend to regard their large holdings of govern- 
ments as not-too-sound “substitute” investments. The 
more rapid fall in bond prices in turn may accentuate 
the rise in interest rates and thus dampen the advance 
of recovery. 

Two approaches may be taken to this problem: 
either present holders of government securities, banks 
in particular, may be persuaded to maintain their 
holdings (by adjustments in the method of bank 
examination, etc.) or the bond market may be sup- 
ported by public purchases. If the latter approach is 
taken, excessively easy money conditions and possible 
inflationary developments may result. Whether the 
open market purchases would be engaged in by the 
Reserve Banks or Treasury (existing inflationary 
powers of the government, granted under various acts, 
amount to some $13 billion),’* the outcome would be 
an increase in excess reserves of Member Banks and 
the danger of a correspondingly greater credit infla- 
tion. At some point these results may well conflict 
with the requirements of monetary policy in a boom 
period, the situation calling for restrictive rather than 
expansionary measures. The conclusion is that the 
task of monetary policy in a period of rapid expansion 
is considerably complicated by the concentration of 
government securities in portfolios where they are con- 
sidered “substitute” rather than long-term investments. 





1 The issuing of ‘‘Thomas Currency’’; a further increase in the 
price of gold; use of the Stabilization Fund for open market pur- 
chases; gains to be derived from an increase in the price of silver; 
represent the main sources of inflationary power of the government. 
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Distinct from the problem of the behavior of bond 
prices in a period of prosperity, is the question 
whether the market might become saturated with 
bond holdings if government borrowing were to con- 
tinue for a considerable length of time. Now, except 
in the case of emergencies, like wars or floods, it is 
unlikely that conditions would require continued bor- 
rowing unless business were slack and loan funds 
were available. As long as the borrowing does not 
exceed available funds a “drying up” of the market 
need not be expected unless, indeed, investors were 
to prefer cash holdings to investment in government 
securities. Unless confidence in government credit 
had been undermined to begin with, this is unlikely 
as long as the yield of government securities is suf- 
ficiently attractive. 

There may, however, be an upward trend in the 
cost of borrowing (due to the increased weight of 
holdings of government securities in investors’ 
budgets) which in turn will accentuate the previ- 
ously considered problem of debt service. To the 
extent that the banking system is effectively con- 
trolled by the government or to the extent that the 
government engages in direct borrowing from the 
Reserve Banks (possibly without interest obligation), 
some of the previously considered issues disappear 
while others (mostly in the nature of control prob- 
lems) will arise. 

In the case of emergency borrowing, e. g., in war 
time, it is possible that the government may have to 
compete actively for available funds. Previously in- 
curred indebtedness will result under such conditions 
in an increased cost of emergency borrowing. This, 
in fact, may prove to be the case in future years. 
However, there is a good chance that this is only a 
temporary problem. High interest-bearing issues may 
be refunded at a later date after interest rates have 
returned to lower levels. 

(5) Conclusions.—In conclusion we suggest that the 
more immediate inflationary implications of past debt 
accumulation should not be overestimated. The bur- 
den of interest service may eventually become so 
severe that resort will be taken to an inflationary 
method of repudiation,—but such point still appears 
in the more distant future. An increase in the velocity 
of the large volume of existing deposits, for the ac- 
cumulation of which past borrowing is in part respons- 
ible, involves inflationary potentialities; but a much 
similar problem would have existed due to gold inflow, 
even had there been no public borrowing from the 

banks. A break-down of government credit due to 
a saturation of the market with government bonds 
need not be expected unless government credit were 
undermined for other reasons. However, with a ris- 
ing private demand for funds, existing holdings of 
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government securities by investors who will be in- 
clined to shift to other assets will create a difficult 
situation, in the face of which authorities may be 
tempted to resort to an inflationary solution. But 
again, this danger seems well avoidable. 

While no immediate inflationary developments need 
he expected to result from past debt accumulation, the 
high level of the debt provides a further reason to 
expect a continuation of the trend towards increased 
taxation. Quite apart from consequences of past debt 
accumulation, finally, heavy deficit spending continued 
in the face of a rising level of employment and shifting 
pattern of demand may well lead to price inflation. 
In the years ahead, inflationary dangers are more 
likely to arise as the result of such policy than as a 
consequence of past deficit finance. 


C. Inflation and the Tax System 


Given a period of inflation, what would be the 
behavior of tax receipts? The government, like other 
income receivers is lastly interested in real rather than 
monetary income. In order to ascertain the effects 
of inflation upon the budgetary position, the move- 
ment of dollar tax receipts must be compared with the 
costs of public services. If both costs and tax receipts 
were to rise equally fast, the financial position of gov- 
ernment would be unchanged. But similar to the 
change in relative prices during a period of inflation, 
a change in the relative magnitudes of tax receipts 
and cost payments must be expected. 

The cost of public services will keep step with the 
rise in general prices if much of the outlay is concen- 
trated on material or commodity purchases. Civil 
service salaries and wages paid are likely to lag, while 
the real burden of fixed obligations (that is of interest, 
annuity or pension payments) will decline. In view of 
the large proportion of outlays directed towards wage 
or salary payments and towards fixed charges, we 
may conclude that costs of government are not likely 
to rise ahead of general prices but are more likely to 
lag somewhat behind. Also, a period of inflation 
tends to be one of comparatively high business activ- 
ity, so that the need for public outlays on relief etc., 
may be expected to decline. 

Turning to the revenue side, certain factors may be 
distinguished. First, the receipts derived from vari- 
ous tax sources may rise more or less rapidly because 
of differences in the movement of underlying prices 
(that is incomes, sales or property values) upon which 
the taxes are assessed. Receipts from taxes based 
upon sales or upon high incomes, for instance, will 
rise more rapidly than the receipts of taxes based upon 
property values or upon wages. 

Second, the rate at which receipts will increase de- 


pends upon the technical nature of the tax. Progres- 
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sion, for instance, will result in a temporary increase 
in real (and monetary) tax receipts, since rising money 
values will shift given levels of real income into higher 
rate brackets. Also, profits arising in an inflationary 
period are likely to result in a steeper increase of 
large as compared to small incomes, which will again 
increase the returns yielded by a progressive tax sys- 
tem. Next there is the lag in tax collections. More 
frequently collected taxes, sales tax for instance, will 
lose less in terms of purchasing power than income 
taxes paid in more distant installments. Finally, the 
periodicity of assessment must be considered. Cur- 
rently or frequently assessed taxes like sales or in- 
come taxes are likely to follow the change in general 
prices more closely than taxes assessed in more dis- 
tant intervals, e. g., the property tax. 

It is thus clear that in a period of rapidly rising 
prices, the behavior of tax receipts will depend upon 
the structure of the tax system. Municipal revenues 
are likely to lag most, federal revenues least. Various 
states would fare differently, those relying on sales or 
income taxation suffering less, for instance, than those 
relying more extensively on property taxes. As long 
as the rise in prices does not assume too drastic pro- 
portions, permitting adjustments in the tax system 
and reassessment of property values, no drastic 
budgetary disturbance need result. 

If, on the contrary, prices shoot up rapidly, the 
system of government finances like the price system 
at large will cease to function. Unlike the wage 
earner who may spend his day’s wages in the evening 
(as was the case at the height of the German post-war 
inflation), the government must wait for the inflow 
ef tax revenues which, when received, may well be 
worthless. Even if greenback finance has not been 
engaged in in the first place (giving rise to inflation 
itself), dwindling real tax receipts may force the gov- 
ernment to resort to the printing press at a later stage. 
The major fiscal crisis arising out of run-away inflation 
results from the loss of income and property values 
inherent in the economic collapse which follows in the 
wake of financial disaster. As compared to these ulti- 
mate consequences, the movements of real tax receipts 
in the earlier period of inflation are of minor importance. 


The Exchange Provisions of 
the Excess Profits Law 


[Concluded from page 82.] 


Another and complicated shift in income brackets 
is required where, in a split-up involving no 90 percent 
control, there is more than one transferor.** Further- 
more, the transferors may be corporations or individ- 
uals, or both. The reshufflng of the income brackets 


37 Sec, 752(b)(4), (c)(4). 
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that such a split-up entails, is best explained by an 
illustration. 

Suppose corporation A and corporation B split up 
by transfer of some of their invested capital to cor- 
poration C. Suppose also that A’s invested capital 
before the exchange was $100,000; that it transferred 
$75,000 of this to C; and that the highest income 
bracket available to A at the time was $400,000. Cor- 
respondingly, the figures for B were $400,000 invested 
capital, $320,000 transferred to C, and $300,000 highest 
income bracket. 

Corporation A thus transferred three-fourths of its 
invested capital, which, applied to $400,000, its highest 
income bracket, is $100,000. The difference between 
$400,000 and $100,000 is $300,000. (This $300,000 is 
important.) Likewise, B transferred four-fifths of its 
invested capital, which, applied to $300,000, its highest 
income bracket, is $240,000 (another important fig- 
ure). The sum of $300,000 and $240,000 is $540,000, 
or $40,000 in excess of $500,000 (the highest income 
bracket possible). 

The new top income bracket for corporation A fol- 
lowing the split-up is determined in the following 
manner: $400,000 (its original highest income bracket) 
minus $300,000 (the figure we said was important) 
plus ($300,000/$540,000 x $40,000) or $122,222.22. Like- 
wise, for corporation B, the computation is $300,000 
minus $240,000 plus ($240,000/$540,000 x $40,000) or 
$77,777.78. The top income bracket for corporation 
C following the split-up, is $500,000 (that being smaller 
than $540,000, the other alternative). 

Note that the total of A’s and B’s income brackets 
before the split-up was $700,000. After the split-up, 
that $700,000 persists but it is now re-allocated so 
that A has $122,222.22, B has $77,777.78 and C has 
$500,000. The underlying principle guiding the re- 
allocation is the proportionate extent of the invested 
capital transferred by each corporation. However, no 
one corporation can have a higher income bracket 
than $500,000. Where the re-allocation shows more 
than $500,000 (in the illustration it came to $540,000), 
the excess over $500,000 is restored to the transferors 
i) proportion to the amount of income bracket that 
would otherwise be transferred. 

One more hump and we are through. If a split-up 
of a corporation requires a stepping down of the 
income brackets, a contraction of the number of cor- 
porations should call for a stepping up of the income 
brackets. In a limited sense—very limited—this is 
permitted. The step-up applies where there is a tax- 
free liquidation of an 80 percent owned subsidiary. 
On such a liquidation in an excess profits tax year, the 
income brackets of the parent for the next year can 
be stepped up by the amount of the income brackets 


38 Sec. 752(c) (5). 
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of the subsidiary.*® But—and this is a big “but’”— 
the top bracket for the parent cannot be more than 
$500,000, come rain or high heaven. There is another 
big “but.” For this provision to come into play, the 
parent must have split up by transfer to the subsidiary 
after the excess profits tax law began to take hold in 
the parent’s affairs. 
* * 2 


























Well, there it is—the “monumental statutory in- 
comprehensibility.” And to think we once regarded 
Supplement P net income as tough going! It’s a 
cinch that the government and the judicial bodies are 
in for a lot of fun trying to provide the least erroneous 
solution to the many insoluble problems that are likely 
to arise. Let us hope that some of the problems— 
certainly some of the quirks—will be short circuited 
by retroactive corrective legislation. 






























































The latest word of the BTA on head-of-family ex- 
emption is a memorandum opinion in the case of 
Martin Gebelein on December 18, 1940. 

Here, the taxpayer’s father upon the date of his 
retirement did not cease to be the head of the family. 
The contribution by taxpayer of the major portion 
of the cost of maintaining the family is not enough 
to make him the head thereof. 
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War Taxation 
(Concluded from page 69.) 


during a war is always very difficult; hence collec- 
tion at the source (except for wages) will not be 
advisable, if it has not been practiced before. 

A strange proposal has been made, namely, that in 
the income tax returns and in the assessable income 
there should be included the amounts of inheritances 
received by an income taxpayer during the taxable 
year.® This is one of the most astonishing proposals 
ever made for war-time fiscal policy. We generally 
reproach the income tax as being highly unfair be- 
cause it taxes abruptly fluctuating incomes instead 
of three- or five-year averages. The inclusion of 
inheritances would not only aggravate this serious 
defect but would be exceptionally resented in many 
cases during a war: there will be a considerable 
number of cases when inheritances will be left by 
those who were killed in action. Moreover, the death 
taxes must have some stability in their rates and or- 
ganization to be fairly spread over whole generations. 
At any rate, the collection of death taxes is usually 
postponed considerably, and the full effect of the in- 
creased rates may fall at the time after the war. 

Many indirect taxes will be unfavorably affected by 
the war, others will permit considerable increase 
partly as a measure of reducing consumption. Im- 
ported articles of mass consumption, such as coffee, 
tea, cocoa and sugar, must necessarily be taxed highly, 
and probably rationed, as a means of artificially low- 
ering consumption. A moderate peace-time taxation 
of these articles may be a useful preparation for war- 
time needs when a sharp increase of the rate will 
be necessary. 

Rationing itself does not solve the problem of 
diminished consumption. Sometimes it does just the 
opposite! The-norm assigned to each individual must 
be extremely low to be of any significance as a means 
of lowering the total amount of consumption of a 
commodity. The price must be artificially increased 
very substantially by a tax in order to have an eff- 
cient double check: (1) through unusually high price 
and (2) through rationing (food cards). If, for in- 
stance, the population used to consume, on the 
average, fifteen pounds of coffee per capita a vear we 
will be compelled to make the quota perhaps only 
three pounds a year, in order to achieve sufficient 
reduction in consumption at the pre-war price, or 
permit a quota of six pounds but increase by taxation 
the price perhaps four or five times. The latter pro- 





®So Dr. H. S. Bloch in the symposium: Economic Mobilization, 
published by the American Council of Public Affairs, 1940, p. 6. 
This is an old idea proposed by the well-known German expert, 
Professor Georg v. Schanz, some fifty years ago when nobody 
thought that an income tax would ever go beyond a five or eight 
per cent rate in the highest brackets. 
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cedure is certainly more effective and will curtail con- 
sumption in a more rational way. The necessary leg- 
islative bills for such devices should be prepared in 
advance. By a simple rigid rationing we will create 
too great a temptation for many to speculate on a 
part of the quota given to everybody for selling it 
clandestinely at a greatly increased price. Under the 
system of a high tax the Treasury will receive con- 
siderable revenue from those who can afford and are 
willing to pay high prices for such a “war-time luxury.” 

Under these conditions the international agreements 
not to raise any import duties on coffee, for instance, 
are to be regretted. In fact, they may be disregarded 
in times of war and circumvented by proclaiming a 
heavy excise tax on such articles. Since in this case 
the tax will appear under the name of an “excise tax” 
(which will naturally be collected for all imported 
quantities of the commodity) all internal production 
of such commodity (for instance, sugar) will have to 
be treated fiscally in the same way as imported goods. 
No international agreements not to tax its own peo- 
ple by domestic excise taxes can be considered bind- 
ing on future Congresses.?. Such promise may be 
made with reference to tariffs only, but this does not 
exclude the possibility of raising compensatory excise 
duties (a tariff equal to the excise tax).8 The to- 
bacco,® stamp, gasoline, postage, admissions taxes and 
some minor taxes may be greatly increased. A high 
tax on coal may be introduced in order to diminish 
domestic consumption, and a similar tax on gas and 
electricity may be levied. Much more difficult will 
be the problem of increasing revenue from alcoholic 
drinks. Not only from the angle of war preparedness 
but, in general, it is to be regretted that the transition 
from prohibition to resumption of trade in alcoholic 
drinks was not effected by a government monopoly, 
as was recommended by me long before the repeal." 
Even a temporary suspension of sale of alcoholic 
drinks (which may be needed from the standpoint of 
the better enforcing discipline among the mobilized) 
may again give impetus to bootlegging on an enor- 
mous scale. Nevertheless, some increase of rates on 
alcoholic drinks must be made in war times. 

In general, taxes do not reduce the purchasing 
power of the population, as is often erroneously 
stressed. As soon as taxes are collected, the proceeds 
are spent in salaries, wages, and government pur- 
chases, and the flow of private expenditures continues. 


*I pointed out this feature in my American Federal, State and 
Local Tax Problems (from The Tax Magazine, November, 1934). 
p. 18, note 13. 

8 Cf. Sec. 3500 and 3501 of the Internal Revenue Code, 1939. 

°If the cigarette tax were reformed on the principles of a gradu- 
ated tax as was recommended in my American Federal, State and 
Local Tax Problems (from The Tax Magazine, November, 1934). 
p. 17(f). Considerably greater revenue could be collected, in general. 

10See my article (published only in part) in The Brewer and 
Maltster of August 15, 1932, and in my American Federal, State and 
Local Tax Problems (from The Tax Magazine, November, 1934), p. 1%. 
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\Vith any price-fixing the government must proceed 
with the utmost circumspection.* In the United 
States where the production of food products is not 
likely to diminish to a dangerous degree it would be 
extremely unwise to try to limit prices on these arti- 
cles.'2 War disrupts communications and normal 
channels of supply to such an extent that high prices 
remain the only means of inducing speculators to in- 
crease many fold their efforts to bring a commodity 
on the market: here profit often means for “greater 
use.” In time of war a lack of a commodity may have 
much more dangerous consequences than profiteering 
which will bring the commodity on the market. This 
is not the place to discuss the problem of price-fixing 
during a war, although indirectly it is a tax matter. 
In some respects price-fixing is a means of limiting 
excess profits. The government must receive widest 
powers in this direction, as actually was the case dur- 
ing the first World War but how far an actual use 
of them will be made depends on concrete conditions. 
In 1915-719 the. United States economy was greatly 
upset by tremendous demands of all kinds from its 
Allies beyond the seas. 


Nevertheless, in general, the aim of fighting prof- 
iteering must be subordinated to considerations of 
increased stimuli to supply the market. A liberal 
attitude towards the industry may create abnormally 
high profits, but sooner or later they will partly be 
hit by taxation. The only effective way to counteract 
the extremes of profiteering is by means of a carefully 
planned economy of war supply (particularly in the 
menaced fields) and planned rearrangement of in- 
dustry to war needs. In spite of a well-organized 
study of prospective war economy in France ™ the 
French government actually was poorly prepared for 
the tremendous task. Between the first of September, 
1939, and the tenth of May, 1940, some two thousand 
laws and decrees were passed in France for the regu- 
lation of industry, finance, transportation and trade. 


1 Dr. Backman made an excellent study of price-fixing in his 
book Government Price-fixing, New York, Pitman, 1938, and in his 
article: ‘‘War Time Price Control’ in Contemporary Law Pamphlets 
Ser. 4&5, N. Y. 1940. 


‘2 In my own experience as an administrator of fuel for the large 
Central District of Russia during the World War, I was able to 
persuade the government to abolish all price-fixing for wood fuel 
(the chief fuel in Russia) established by local administrations, and 
to forbid it for the future. In order to fight profiteering I organized 
wood cutting by a government apparatus on a large scale, and was 
able to crush the price. For the supply of the poor population I 
created special bases where limited quantities could be bought from 
my stocks at low price. I supplied about forty per cent of all wood 
fuel needed by the City of Moscow, amounting to several hundred 
carloads a day, through our government apparatus. Consequently, 
there was thereafter no shortage of wood fuel which had threatened 
to become a great menace in September, 1915, when I took over 
this task. At that time Moscow was without wood fuel as a result 
of a low price fixed by the Moscow Duma. My first act was to 
demand its repeal. A price-fixing for bread, as applied in Petrograd, 
had disastrous results as I had the misfortune to predict a long time 
in advance. 


13This is evidenced by a thorough study by André Piatier— 


L’Economie de Guerre, Paris, 1939 and by the publication of a 
Special magazine: ‘‘Revue des Questions de Défense Nationale.”’ 
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As a French scholar puts it, this “abundancy of legis- 
tion is a pathological sign of unpreparedness (signe 
pathologique de limpréparation).” 4 

The best policy of preparedness still is the sincere 
cooperation of industrial leaders and the government 
during a war, coupled with the willingness of labor 
to share war’s burdens. A modern war cannot be 
won if it is not sincerely supported by the whole 
population. Instead of various threats of coercion, 
of confiscation of war profits, of taking away all in- 
comes above a certain maximum (so-called “ceiling 
to higher income,” etc.), a policy of close cooperation 
is necessary. The government must protect industry 
from unforeseen losses and permit high profits for a 
successfully-achieved supply of war materials. For 
any industrialist a war contract is usually a sheer 
gamble and a terrific risk. 


The worst kinds of profiteering—petty speculation, 
bootlegging and hoarding—are difficult to detect and 
to suppress. The salutary effects of an excess-profits 
tax (if any) in most cases will not reach these specu- 
lators at the right moment. It is extremely difficult 
to save the panicky consumer and hoarder from the 
consequences of his own folly. High prices may have 
a more salutary effect than immediate resort to a food- 
card system. 





One measure which in former times was considered 
a matter of great wisdom—accumulation of a gold 
reserve—is discredited in the light of events of World 
War number two. There is very little likelihood that 
any neutral country would gladly accept gold” in 
payment for war supplies to a belligerent. Stocks of 
some commodities (for instance, low-priced automo- 
biles, as is done presently in Germany) may become 
a useful means of barter exchange. Unfortunately, 
the sale of gold to a panic-stricken population fearing 
so-called inflation will not do much good during war 
time because it will induce withdrawing deposits from 
banks and simply increase hoarding. 

Now let us consider shortly the problem of excess- 
profits taxation. 
great merit. 


As a peace-time measure it has no 
The general idea of taxing enterprises 
at an increased rate simply because they earn a high 
rate of interest on their invested capital, i. e., because 
they show higher profitableness, has no theoretical 
justification. High profitableness may depend on 





14 Morini-Comby, J., Professeur a 1’ Université Indochinoise, Légis- 
lation et Réglementation de la France en Guerre, Extrait du Bulle- 
tin Economique de l’Indochine, année 1940. This is a detailed 
table of all laws passed in France at this time. This author has 
frequently pointed out the insufficient preparedness of France in 


his articles published in the Affaires Htrangéres, 1931-37 (recueil 
Sirey). 


1 That gold is playing some role in the present war is due solely 
to the willingness of the United States to accept it at an abnormally 
high price and at a tremendous profit to gold producing countries 
or to countries having considerable gold reserve. Cf. my article: 
“The Future of American Gold’’ in Bankers’ Magazine, May, 1940. 
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greater skill of the entrepreneur, on monopolistic con- 
ditions, on greater risk involved, etc. 
fluctuate widely from year to year. 


Profits may 


Tsarist Russia had a system of excess-profits tax 
on corporations based on the amount of profit to the 
invested capital *° (on the idea similar to the United 
States’ regular excess-profits tax) beginning in 1898. 
My special study disclosed that it worked more harshly 
on small corporations than on the very large ones (a 
feature known to be true with reference to the Amer- 
ican practice also). This was mostly due to the fact 
that in small corporations the role of the chief stock- 
holders (usually, directors) was much greater than in 
big corporations. For many of the largest corpora- 
tions, particularly banks, mining, etc., profits were 
more or less stabilized and the fluctuations in divi- 
dends and in the quotations of the shares on the 
exchange were not particularly high. 

In its present form the American normal excess- 
profits tax is a matter of headache for accountants and 
lawyers because it is a matter of speculation. It is 
arbitrary and unfair. 

The second excess-profits tax (1940) is even more 
arbitrary, complicated and impractical. I do not think 
any most ingenious technical or legal change will 
make the tax more workable. As with all similar 
taxes, the very principle is faulty. 

The only theoretically proper approach to the idea 
of taxing excess profits in general, and during a war 
in particular, is to tax the individuals and not the 
legally separate entity, the corporation! 

As I tried to show in 19347" the only proper ap- 
proach would be to have a personal tax on the increase 
of capital ** levied every three years in addition to 
a moderate regular tax on capital. If such a system 
had been introduced several years ago it would have 
made possible a proper solution of taxing excess- 
profits, capital gains against losses, undistributed 
profits (large accumulation of such would increase the 
value of the stocks and result automatically in an 
increased amount of tax on capital and on the increase 
of capital and the capacity to accumulate savings 
(Ersparnismoglichkeit).'° 

Whatever we may think about corporations in their 
tax capacities they are always simply a legal form of 


‘6 All corporations in Russia in those times were licensed and the 
amount of invested capital (— subscription to shares) was definitely 
known. Any new issue of shares had to receive a permit from the 
government. See A. Michelson, ‘‘Russian Public Finance During 
the War’’ in the Carnegie Endowment Volume, 1928, p. 17. 

™In my ‘‘American Federal, State and Local Tax Problems” 
(reprints from The Tax Magazine, November, 1931), p. 14f. 

% This is the German idea of a Reichsvermégenszuwachssteuer 
as originally enacted on July 3, 1913, and on some different lines 
on April 8, 1922. 

19 Equally high incomes pay equally high income tax but the 
capacity to save may be different, for instance, for a person whose 
family is often sick or for a person whose family enjoys good 
health, or for people of different standards of living, etc. (See my 


*“‘American Federal, State and Local Tax Problems,”’ p, 13, reprinted 
from The Tax Magazine, November, 1934.) 








Tax Magazine February, 194] 
ownership vested in the stockholders. In substance 
the tax is, and should be, only a tax on stockholders as 
such. All the various new efforts of some tax experts 
to find a particular justification for taxing corpora- 
tions as a particular kind of business are without 
foundation. The special legal advantages of an in- 
corporated form of business (limited liability and 
easier methods of financing) permit a slight increase 
of the regular tax, similar to the discrimination be- 
tween earned and unearned incomes, but in no way 
the stupendous rates which are now constantly in- 
creased under various very poor pretexts. It simply 
undermines this very important form of business or- 
ganization. The hunt for taxing undistributed profits 
and other alleged “monsters” of corporate business is 
simply the desire to extract as much revenue, as pos- 
sible, from the class of stockholders without any con- 
sideration for economic consequences. The corporations 
now pay considerably more in taxes to the Treasury 
than in dividends to the stockholders.”° Undistril- 
uted profits will and must be distributed sooner or 
later and the Treasury is likely to get even a greater 
share than would have been received if they were 
taxed at an earlier date. 


The high excess-profits tax (now it may mount 
under the provisions of the 1940 Act as high as sixty- 
seven per cent) can find some psychological appeal 
in times of war,’ but its continued application may 
be destructive, particularly if it is applied to a corpo- 
ration only. Even if we take for granted that the 
United States is actually, for all practical purposes, 
at war at the present time there is no justification to 
introduce destructive taxation before all the para- 
phernalia of war are actually mobilized and the cost 
of war exceeds all possible financial resources which 
can be made available for the needs of defense (for 
instance, when the war expenditure reaches, say, 
fifty or more per cent of the national income). In 
case of war nothing is spared and corporations must 
bleed also. But a merciless attack at the present time 
when normal sources, if properly tackled, may balance 
the budget, is likely to destroy a source which may 
be sorely needed in time of actual war. 


At any rate, if large additional sources are urgent) 
required under the pretext that we are at the begin- 
ning of a war already, then it may be ordered that 
corporations must compulsorily subscribe for a deti- 
nite amount of their profits to a government (“pre- 





20 Total taxes paid in 1938 by all active corporations amounted to 
$4,400,000,000 whereas all dividends paid amounted to _ onl) 
$3,400,000,000 according to an estimate of the National City Bank 
of New York Bulletin, August, 1940, p. 92. For 1939, fifty nationally- 
known companies, each the largest, or one of the largest in fifty 
different lines of business paid in federal, state and local taxes 
$885,537,000 and distributed in cash dividends $577,820,000 (same 
Bulletin, December, 1940, p. 140). 

21 See A. G. Buehler’s article ‘‘The Taxation of Corporate Excess- 
Profits in Peace and War Times’’ in Law and Contemporary Prob- 
lems, Spring, 1940. 
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liminary war”) loan. This would soften the destructive 
character of what is euphemistically called “excess- 
profits taxes” or else, we will witness the most 
undesirable consequence: corporations will lose all 
interest in economy, and waste, instead of excess- 
profits, will be encouraged. 


The real trouble for government finance is most 
likely to come immediately after the war. The de- 
struction created by the war and the adaptation to 
normal life will upset even the most carefully planned 
financial policy. The budget will rise to a tremendous 
height,—particularly if an abuse of loans be practiced 
during the war,—and additional issue of paper cur- 
rency after the armistice will produce a havoc. Credit 
expansion which would be necessary for reorganiza- 
tion of industry to peace conditions will encounter 
great difficulties. A demobilized army, care for the 
wounded and for families of the killed, and millions 
of people who will be dismissed in war industries will 
create a dangerous situation. The loss of merchant 
marine (which changed the United States registry, 
instead of being temporarily leased) will place the 
United States in a tremendously difficult position with 
reference to foreign trade. The excess profits of cor- 
porations which have been so thoroughly confiscated 
by excessive taxes will disappear and the corporations 
themselves will need assistance from the government. 


This side of the whole situation in the problems of 
war finance has been surprisingly little understood 
by all those who have written on the problem of war 
finance. War finance must, at all cost, terrifically re- 
duce mass consumption and will need great sacrifices 
on the part of the masses. This is necessary for 
avoiding even greater economic and social devastation 
after the war. War artificially creates employment 
and a greater, although quite artificial, upspringing of 
economic life,— but only for destructive purposes,—and 
reckoning must come sooner or later On the 
other side, the existence of a large unemployment, 
particularly of unskilled labor, is a great disadvantage 
when the war starts: the rearrangement of industry 
hecomes extremely difficult and longer hours become 
a necessity. In the recent literature of war finance, 
J. M. Keynes has proposed a very remarkable plan of 
“Compulsory Savings.” 2? In a nutshell, it is a pro- 
posal of a progressively “deferred pay” of wages and 
other incomes: a part of wages and a large part of 
other incomes will be withheld for the duration of war 
and repaid later through a capital levy after the war. 


Theoretically this plan is sound and it amounts to 
direct sacrifices for each and every man and woman 
(except those receiving less than forty-five shillings 
@ week for married and thirty-five shillings for unmar- 


Keynes, J. M.. How to Pay for the War, London, Mac- 
Millan, 1940. 





WAR TAXATION 


125 


ried men), but these sacrifices will be refunded after 
the war. In substance, it amounts to a forced loan 
with a highly rising progressive rate of compulsory 
subscription.”*> The only great difficulty in such a 
plan is its practical application to the low income 
brackets (although technically the “deferred pay” 
would be simply deducted on the same lines as for 
social security insurance). There is always the danger 
that the labor class will demand an increase of pay to 
make up the loss and an enforcement of compulsory 
savings may encounter some opposition where it is in 
the least desirable. 


A certain amount of compulsory loan can be placed 
by proclaiming that certain payments (salaries, wages, 
rentals, dividends, wholesale deliveries, etc.) to the 
amount of five to ten per cent have to be made in 
special non-transferable baby bonds, redeemable only 
after five years and yielding a comparatively high 
rate of interest after that date (similar to the existing 
baby bonds after the first year). Some fifty per cent 
of wages paid for overtime work should be paid in 
such compulsory baby bonds. 


A compulsory loan will not interfere with voluntary 
loans provided the latter yield a higher rate of inter- 
est, are transferable, are accepted as collateral and 
will partly release from the compulsory share of sub- 
scription ; for instance, the amount of voluntary sub- 
scribed bonds should release from twenty-five per cent 
of compulsory loan subscription. 

Simple requisitioning of property gives no advan- 
tage to the Treasury if it is not administered properly 
and is not producing economically the highest pos- 
sible yield. 


In general, compulsory reduction of wages and sal- 
aries during a war will be a necessity. A discrim- 
ination should be made, however, in favor of married 
couples having minor children.** After the war the 
“deferred pay” (in the Keynesian Plan) being released 
will act as a savings reservoir for the population and 
may soften a possible slump. 

Looking over the recent literature on war finance 
I do not find any particularly important new proposals.?° 





23 As a matter of fact, I myself prepared a similar plan for Russia 
in 1915 which was published in the Russian press of that time and 
reprinted in one of the three small volumes on “Finance Reform’ 
(in Russian) written by me partly in collaboration with Professor 
A. A. Sokolov (1915-1917). This project is described in English in 
the Carnegie Endowment Volume: A. Michelson and others, Russian 
Public Finance, 1928, pp. 198 f., 278 f. The ‘‘Finance Reform’’ was 
a detailed program of financial and economic measures to be under- 
taken during the war. 

*4 Keynes stresses this also. The rational methods of slashing 
salaries for public officials are offered in my article which appears 
in the February, 1941 issue of The Illinois Law Review under the 
title: ‘‘The Place of Illinois in a Rational Tax Reform Plan.”’ 

2%] have in view chiefly the new publications: H. Mendershausen, 
The Economics of War, N. Y., 1940 (a comparatively short chapter 
on ‘‘War Finance’’); H. S. Bloch, ‘‘Financial Aspects’’ in the sym- 
posium: Economic Mobilization, 1940; A. G. Hart, Economic Policy 
for Rearmament, Chicago, 1940. A valuable survey of measures 
applied in England, France and Germany was made by Noel Sargent 
in a report: ‘‘Economic Aspects of War Operations’’ May 15, 1940). 






























































































































































































































































































































































































































































































































































































































INTERPRETATIONS 


BOARD» 


U. S. Supreme Court 


Capital Loss—Mortgagor’s Loss on Foreclosure.—Sec. 117 
of the 1934 Act applies to forced sales as well as voluntary 
sales. Therefore, a mortgagor’s loss on foreclosure of his 
mortgaged property is a capital loss, subject to the $2,000 
limitation in Sec. 117 of the 1934 Act. The definitive event 
fixing the loss is the foreclosure sale and not the decree of 
foreclosure which ordered the sale and preceded it. The facts 
do not show that the land-contract under which the property 
in question was originally purchased by taxpayer contained 
a forfeiture clause, or that there was in fact a forfeiture 
apart from the sale on foreclosure. One dissent. 


Reversing Circuit Court of Appeals, Sixth Circuit, 40-1 
ustc J 9176, 108 Fed. (2d) 753, which affirmed Board of Tax 
Appeals memorandum decision, CCH Dec. 9,923-A.—U. S. 
Supreme Court, in Guy T. Helvering, Commission of Internal 
Revenue v. Godfrey Hammel and Pearl Hammel. No. 49. Octo- 
ber Term, 1940. 

* * x 

Mortgagor’s loss on foreclosure was a capital loss, subject to 
the $2000 limitation in Sec. 117 of the 1934 Act. One dissent. 

Affirming Circuit Court of Appeals, Second Circuit, 40-1 
ustc f 9318, 110 Fed. (2d) 614, which reversed Board of Tak 
Appeals memorandum decision, CCH Dec. 10,679-E.—U. S 
Supreme Court, in Electro-Chemical Engraving Co., Inc. v. 
Commissioner of Internal Revenue. No. 62. October Term, 
1940. 


Capital Loss on Retirement of Bonds.—Upon surrender of 
bonds or debentures in exchange for a money payment of 
less than cost, the transaction is a “retirement” of the securi- 
ties within Sec. 117(f) of the 1934 Act and the capital loss 
provisions of Sec. 117 of that Act apply. 
may not be deducted as a bad debt. 
is not synonymous with 


The resulting loss 
The term “retirement” 
“redemption” and is not limited to 
voluntary action on the debtor’s part in fulfillment of his 
promise to pay. 

Affirming Court of Appeals for the Fifth Circuit (McClain 
v. Com.), 40-1 uste § 9331, 110 Fed. (2d) 878, and reversing 
Court of Appeals for the Second Circuit (Thomson v. Com.), 
40-1 ustc J 9156, 108 Fed. (2d) 642.—U. S. Supreme Court, in 
Donald S. McClain v. Commissioner of Internal Revenue. Guy 
T. Helvering, Commissioner of Internal Revenue v. S. C. Thom- 
son. Nos. 55 and 58. October Term, 1940. 


Appellate and Lower Courts 


Capital Stock Tax—Doing Business.—Taxpayer was incor- 
porated and its capital structure created for the purpose of 
engaging in the iron and steel business. It owned a 1,000 
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DEPARTMENTAL 


acre tract bordering Lake Michigan for the purpose of erect- 
ing a steel plant thereon. Such plant was not built and a 
small part of the land was rented to tenants for annual rentals 
insufficient to meet taxes and expenses. In 1935, taxpayer’s 
capital stock was increased from $100,000 to $1,125,000 in 
order to pay for the tract of land. The court holds that tax- 
payer was not carrying on or doing business during the year 
ending June 30, 1935, within the meaning of Sec. 701(a), 1934 
Act, since it has owned and held property and done only acts 
necessary to continue that status—U. S. District Court, 
Western Dist. of Penn., in Midwest Steel Corp. v. James L. 
O’Toole, Jr., Formerly Collector of Internal Revenue. No. 658. 


Deduction for Realty Taxes—Purchase of Realty during 
Year.—Taxpayer purchased District of Columbia realty in 
September, 1935, local taxes for the year beginning July 1, 
1935, being then unpaid. Pursuant to agreement with the 
vendor, taxpayer paid the taxes for that year and received 
an adjustment to the date of sale. The court holds that the 
second installment of one-half paid on March 31, 1936, i 
deductible as a business expense for the taxable year 1936, 
and is not a part of the cost of the property. At the time of 
taxpayer’s purchase there was no lien on the property for 
the taxes in question, nor was the vendor personally liable 
for them. One dissent. 


Affirming Board of Tax Appeals decision, 41 BTA 832, 
CCH Dec. 11,061.—U. S. Circuit Court of Appeals, Fourth 
Circuit, in Commissioner of Internal Revenue v. Estate of H. L. 
Rust, Deceased, H. L. Rust, Jr., and Benjamin S. Minor, Exrs. 
No. 4700. 


Excess Profits Tax—Special Assessment under 1917 and 
1918 Acts—Commissioner’s Right to Revoke Allowance.— 
The Commissioner after having granted special assessment 
of excess profits tax under relief provisions of Sec. 210 of 
the 1917 Act and Secs. 327 and 328 of the 1918 Act may re- 
voke his determination and retake the money so refunded 
and no court may review his determination. 

Affirming District Court decision, 5 ustc § 1634.—U. S. 
Circuit Court of Appeals, Third Circuit, in New Jersey Worsted 
Mills v. Olive Ripley Gnichtel, Henry A. Schwedes and _ thé 
Federal Trust Co., Exrs., Will of Edward E. Gnichtel, Deceased 
No. 7444. 


Lessor’s Income from Lessee’s Improvements.—The lessce 
erected a building upon the leased property, and according 
to California law, title to the building immediately passed 
to the lessor. In 1933, the lessor terminated the lease for 
default by the lessee. The court holds that the lessor taxpayer 
derived income on forfeiture of the lease, regardless of 
whether title to the improvements passed to the lessor upon 
completion of the construction or upon forfeiture of the lease. 
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Reversing District Court decision—U. S. Circuit Court of 
Appeals, Ninth Circuit, in John V. Lewis, Former Collector of 
Internal Revenue, First Collection Dist. of California v. Pope 
Estate Co. No. 9534. 


Oil Lease Development—Trust Taxable as Corporation.— 
Taxpayer trust, admittedly in the corporate form, during the 
taxable years 1933, 1934, and 1935 administered royalty rights 
contracts entitling it to a royalty of 74% of the value of 
all oil and/or gas produced and sold, or at its option to re- 
ceive such percentage of oil and gas. During the taxable 
years, it elected to receive cash. The court holds that under 
Sec. 801(a)(2), 1934 Act, and Sec. 1001(a) (2), 1936 Act, tax- 
payer in making successive decisions as to whether to take 
payment in kind or in cash was doing business. In years 
prior to taxable years, taxpayer had engaged in other busi- 
ness activities and had modified its agreements with the oil 
producers, and income for the taxable years derived from such 
business actions of earlier years was received as income of 
a business trust, which trust is taxable as a corporation. 


Affirming Board of Tax Appeals memorandum opinion, 
CCH Dec. 10,992-B.—U. S. Circuit Court of Appeals, Ninth 
Circuit, in Kettleman Hills Royalty Syndicate No. 1 v. Com- 
missioner of Internal Revenue. No. 9539. 


Refunds—Overpayment of Tax in 1920—Waiver—Time 
Limitations.—Taxpayer paid a tax for 1920 in equal quarterly 
installments in 1921. Prior to June 15, 1926, taxpayer filed 
a waiver extending the period of limitations for the year 
1920 to December 31, 1926. In 1926, taxpayer paid a deficiency 
assessment for the year 1920, and within four years filed a 
claim for refund of part of the 1920 taxes. The court holds 
that under Sec. 284(g), 1926 Act, providing for refund if claim 
is filed ‘within four years from the time the tax was paid,” 
taxpayer may obtain a refund for the entire 1920 overassess- 
ment and not for just that amount paid in 1926. “The tax” 
in the applicable section refers to the entire tax and not just 
a portion thereof. 


Affirming District Court decision, 40-1 ustc § 9127, 30 Fed. 
Supp. 724.—U. S. Circuit Court of Appeals, Third Circuit, in 
The A. S. Kreider Co. v. United States. No. 7375. 

Short Sales—Ordinary Gain under 1932 Act.—Taxpayer for 
a number of years maintained two trading accounts with his 
broker, which accounts were considered entirely separate 
except for computation of margin required of taxpayer. In 
1932. taxpayer closed out one account by covering its short 
position with shares taken from the other account. The 
Board correctly held that the gain realized resulted from 
short sales within the meaning of Sec. 23(s), 1932 Act, and 
the entire amount of the gain so realized is taxable as ordinary 
income. 


\ffirming Board of Tax Appeals decision, 38 BTA 1366, 
CCH Dec. 10,531—U. S. Circuit Court of Appeals, Sixth 
Circuit, in William R. Tracy v. Commissioner of Internal Rev- 
enite. No. 8363. 


Surtax on Personal Holding Companies—Agreement to Re- 
deem Preferred Stock as Retirement of Indebtedness.—By a 
1930 agreement taxpayer was required to set aside a portion 
of its earnings in a sinking fund and to apply the sinking 
fund to the redemption of its preferred shares. The 1933 earnings 
were such that $86,400 was earmarked for the purpose of 
redemption which was effected in 1934. The court holds 
that in computing the personal holding company surtax, the 
pavment of $86,400 was not deductible under Sec. 351(b) (2) (B), 
1934 Act, as an amount used or set aside to retire indebted- 
ness incurred prior to January 1, 1934. The preferred stock 
was evidence of ownership rather than of indebtedness since 
there was no fixed maturity date, since dividends were payable 
only from earnings, and since the sinking fund was derivable 
solely from earnings. 

Affirming Board of Tax Appeals, 41 BTA 443, CCH Dec. 
11,013.—U. S. Circuit Court of Appeals, First Circuit, in 
Haffenreffer Brewing Co. v. Commissioner of Internal Revenue. 
No. 3593. 
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Trust Income—Grantor’s Taxability—Taxpayer created 
trusts the income from which was to be accumulated while 
he lived or until his wife died, should she predecease him, in 
which event, he was to receive the entire net incomes for the 
rest of his life. He and his wife were given the right to 
terminate each of the trusts or withdraw any of their prop- 
erty. The court holds that the 1932 and 1933 incomes of the 
trusts are taxable to taxpayer under Secs. 167(a)(1) and 
167 (a) (2), 1932 Act, because the incomes of the trusts may be 
accumulated for future distribution to him, that is, upon his 
wife’s predecease, and because even during his wife’s lifetime 
he and she could jointly withdraw the incomes, and she did 
not have a substantial adverse interest in view of the normal 
consequence of family solidarity. 


Affirming Board of Tax Appeals memorandum opinion, 
CCH Dec. 10,658-B.—U. S. Circuit Court of Appeals, Sixth 
Circuit, in O. C. Altmaier v. Commissioner of Internal Revenue. 
No. 8367. 

**¢ 


One taxpayer created a trust in 1932 for his minor son, 
which trust was to terminate in 1941 or on the death of the 
grantor or the son. Taxpayer as trustee was to apply in his 
discretion any of the income for the son’s maintenance, and 
any accumulated income was to go to the son upon the trust’s 
termination when the corpus was to go to the grantor or his 
estate. The other taxpayer created three trusts with himself 
as trustee. One trust was for his wife’s benefit without re- 
striction as to the use of the income, the second was for his 
adult son, and the third for his daughter who reached her 
majority during the taxable year 1934. In other respects 
these trusts were like the one the other taxpayer created for 
his minor son. The court holds that the income of all these 
trusts must be taxed to the grantors because Helvering v. Clif- 
ford, 309 U. S. 331, 40-1 ustc J 9265, is controlling authority. 

Reversing Board of Tax Appeals decision, 40 BTA 645, 
CCH Dec. 10,828.—U. S. Circuit Court of Appeals, Second 
Circuit, in Commissioner of Internal Revenue v. Alfred C. 
Berolzheimer. Commissioner of Internal Revenue v. Edwin M. 
Berolzheimer. Nos. 17314 and 17315. 


Worthless Stock—Racing Track Corporation.—In 1930, 
taxpayer sold his controlling shares in a corporation owning 
a race track for promissory notes. The purchasers defaulted 
in all payments, and in August, 1932, the sale was rescinded, 
taxpayer receiving back his stock and returning the notes. 
At that time the corporation owed taxpayer $600,000 for ad- 
vances, and it had lost $500,000 in the period 1929 through 
1932. Taxpayer gave up plans to operate the track in 1933 
because of conflicting dates with another track. In 1933, tax- 
payer transferred his stock and the corporation’s notes to 
another for $2,250. The court holds that the determination 
that the stock was worthless before the taxable year 1933 is 
supported by substantial evidence. 


Affirming Board of Tax Appeals memorandum opinion, 
CCH Dec. 10,826-A.—U. S. Circuit Court of Appeals, Second 
Circuit, in Frank A. Keeney v. Commissioner of Internal Rev- 
enue. No. 17145. 


Board of Tax Appeals 


Advances to Corporation Insolvent by End of Taxable 
Year.—Taxpayers made cash advances in 1935 to a corpora- 
tion in which they jointly owned one share of stock out of 
three shares outstanding. Of the advances $15,000 were used 
to pay bonuses for oil leases acquired by the corporation, and 
the rest of the advances to pay part of the drilling costs for 
drilling a well on one of the leases. Before the end of the 
taxable year 1935, the drilling of the well was completed and 
no oil production secured. The leases thereby proved worth- 
less. The corporation had assets on which it realized $2,100 
in April, 1936, while its liabilities to others than taxpayers and 
a stockholder amounted to about $30,000. These debts came 
ahead of taxpayers’ advancements of about $40,000. The 
Board holds that whether taxpayers’ advancements be re- 























































































































































































































































































































128 


garded as debts or investments, they became worthless in the 
taxable year, were properly charged off, and taxpayers are 
entitled to the deductions which they claim. The Board is 
inclined to find that the “bonus” payments were investments 
in the corporation, but even so they clearly became worthless 
in 1935. By the end of 1935 the leases were worthless, the 
corporation hopelessly insolvent, and the losses sustained were 
beyond hope of recovery.—M. Sasaki v. Commissioner. M. Tat- 
sukawa and O. Tatsukawa, Husband and Wife v. Commissioner. 
K. Aoki and I. Aoki, Husband and Wife v. Commissioner, De- 
cision 11,416-F [CCH]; Dockets 97762-97764. Memorandum 


opinion. 


Bad Debts—Honesty of Belief of Worthlessness.—Taxpayer 
as holder of a $9,000 second mortgage on church property was 
made a party in 1934 to foreclosure proceedings which did 
not bring enough to pay any part of the second mortgage. 
In that proceeding taxpayer obtained a deficiency judgment 
against the church trustees, but after the sale the church had 
no property which could be subjected to payment of the sec- 
ond mortgage or the deficiency judgment. Due to a business 
decline in and about the town where the church was located, 
the membership of the church decreased as members trans- 
ferred or moved away, some 75 percent of the townspeople 
having moved away by 1935. In a 1936 movement among the 
church congregation to reacquire its former property, tax- 
payer received $200 in consideration of release of his claim 
against the church. The Board holds that the bad debt can- 
not be deducted for the taxable year 1936. Although tax- 
payer’s testimony indicates church members assured him of 
payment in 1934, it does not show any assurances in 1935. 
In the light of the debtor’s financial condition in 1934, and 
other facts, all known to taxpayer, he could have had no sub- 
stantial basis for the expectation of collecting his debt after 
1934.—Nathan Cowen v. Commissioner of Revenue, Decision 
11,425-A [CCH]; Docket 97987. Memorandum opinion. 


Capital Investment v. Business Expense—Operating Losses 
of Local Bus Service——Taxpayer in 1931 commenced the 
operation of a local bus service and coordinated it with exist- 
ing local service. Although the area developed rapidly, the 
years from 1931 through 1935 all showed substantial operat- 
ing losses. These losses through 1934 were deducted on 
taxpayer’s income tax returns. In 1936, taxpayer abandoned 
the route to another transportation company to which it 
sold fifteen busses. The Board holds that taxpayer’s capital- 
ization of the operating losses on amended returns for 1931 
through 1934, for the return of 1935, and for computation of 
the gain from the 1936 sale is incorrect. The fact that the 
new operation resulted in greater expenses than receipts is 
not alone reason to capitalize them. Since these expendi- 
tures have not been identified directly and clearly as capital 
rather than as current operation, they are not capitalizable in 
determining income and excess profits tax liability —Peerless 
Stages, Inc. v. Commissioner, Decision 11,420 [CCH]; Docket 
100436. 43 BTA —, No. 19. 


Capital Loss v. Bad Debt—Cancellation of Purchase— 
Money Notes in Exchange for Release of Debtor’s Equity in 
Property Purchased.—Prior to 1934, taxpayer corporation 
sold shares of its own stock to its employees on an install- 
ment plan whereby they paid so much down and signed notes 
for the remaining installments. Taxpayer retained the stock 
as collateral. Upon the decline in the stock’s market value, 
a number of purchasers discontinued payments. Taxpayer 
in 1934 and 1935 then cancelled the balance due on the notes 
of certain of its insolvent employees and they released and 
surrendered to taxpayer all their interest in the stock held by 
taxpayer as collateral security. The Board holds that the 
losses for the taxable years 1934 and 1935 suffered by taxpayer 
from these transactions were not subject to the capital loss 
limitations of Sec. 117(d), 1934 Act. The full loss is de- 
ductible as a bad debt. The cancellation of the notes secured 
by the stock as collateral and the taking back of the stock 
in exchange did not constitute a sale or exchange of a capital 
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asset by the creditor—W. A. Sheaffer Pen Co. v. Commis- 
stoner, Decision 11,416-A [CCH]; Docket 95638. Memoran- 
dum opinion. 

Depreciation and Maintenance Expense—Bequeathed Re- 
alty—Deductibility—In 1931 taxpayer inherited a parcel of 
land with a dwelling house thereon from a testatrix who re- 
quested, but did not direct, that the house be used or rented 
as a residence. From that year through the taxable year 
1936, the house was not occupied or rented. To have made 
it attractive to tenants would have required extensive and 
expensive alterations. The realty market in general in the 
location of this property was unfavorable for sale. The Board 
holds that depreciation and maintenance expenses for 1936 
are not deductible. The words of the will requesting that the 
property be rented rather than sold were precatory only and 
are, therefore, without significance here. The property was 
not used in taxpayer’s trade or business, assuming she was 
engaged in the real estate business, for this property had 
never been used except as a residence by the textatrix, and 
had not been rented by taxpayer, so that it could not yet 
have been appropriated to taxpayer’s business.—I/sabel Koss 
Murray v. Commissioner, Decision 11,416-G [CCH]; Docket 
101072. Memorandum opinion. 


Bureau of Internal Revenue 


Accrual of Taxes.—Real estate taxes in Nebraska accrue, 
for federal income tax purposes, when they become a charge 
against and a lien upon the land taxed rather than on the 
date as of which they are assessed. 
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Real estate taxes in Montgomery County, Md., accrue for 
federal income tax purposes on January 1 of the calendar year 
for which they are levied.—I. T. 3435, 1940-52-10530 (p. 2) 


Exemptions—Farmers’ Codperative Marketing and Pur- 
chasing Associations—The M Company was organized to 
make possible the acquisition, control, conservation, and bene- 
ficial use by its members of certain grazing lands in Montana. 
Its activities consist of leasing or otherwise acquiring the 
lands and apportioning them among its members according 
to the number of cattle to be grazed. All of its income, 
consisting of fees and assessments collected from its mem- 
bers, is used to defray the cost of procuring the lands and 
for other necessary expenses. Held, the company is entitled 
to exemption under section 101(12) of the Revenue Act of 
1938 and the Internal Revenue Code.—G. C. M. 22364, 1941-1- 
10551 (p. 2). 


Foreign Taxes—Deductibility—The taxes imposed by Arti- 
cles XXII and XXIII of Chapter VI of the mineral fuel law 
of Cuba, effective January 1, 1939, which taxes are based upon 
the value of the product at the mouth of the well, are not in- 
come taxes and may not be taken as credits against the fed- 
eral income tax under section 131 of the Internal Revenue 


Code. Payments of such taxes, however, constitute allow- 
able deductions from gross income for federal income tax 


purposes by the person who is actually liable for such taxes. 
—I. T. 3433, 1940-50-10517 (p. 3). 


Long-Term Contracts.—Social security taxes paid by the 
M Company with respect to salaries and wages which are 
properly allocable to a long-term contract should be allocated 
to the contract and treated as a part of the total deferred 
expenditures to be deducted from the gross income derived 
from the contract.—/. T. 3434, 1940-51-10525 (p. 2). 


State Gasoline Tax—Deductibility—The gasoline tax im- 
posed by the State of Alabama is deductible as a tax for 
federal income tax purposes by the distributor, refiner, retail 
dealer, or storer of the gasoline, and the tax on lubricating oil 
is deductible by the distributor, manufacturer, retail dealer, 
or storer thereof. If, however, the taxes are added to or made 
a part of the business expenses of such persons, they are not 


deductible by them separately as taxes.—I. T. 3432, 1940-50- 
10516 (p. 2). 








